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Taxation Section 
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TAXATION OF AUSTRALIAN DIVIDENDS BY UNITED KINGDOM 


Under the Taxation Agreement between the United Kingdom and 
Australia, it is provided by Article XII (1) that Australian tax payable, 
whether directly or by deduction, in respect of income derived from sources 
in Australia shall be allowed as a credit against any United Kingdom tax 
payable in respect of that income. Where such income is an ordinary 
dividend paid by a company which is a resident of Australia, the United 
Kingdom credit will take into account, in addition to any Australian tax 
payable in respect of the dividend, the Australian tax (other than war-time 
(company) tax) payable in respect of its profits by the company paying 
the dividend. Where the dividend is paid on participating preference 
shares and represents both a dividend at the fixed rate to which the shares 
are entitled and an additional participation in profits, the Australian tax 
(other than war-time (company) tax) so payable by the company shall 
likewise be taken into account in so far as the dividend exceeds that fixed 
fate. 
Prior to the above-mentioned Agreement, relief in the United Kingdom 
for any year of assessment was given at the Australian rates for the 
“corresponding” Australian year of tax even though the income assessed 
was entirely different. Thus, for the United Kingdom year 1944-1945 the 
assessment would be based on the income of the year ended April 5, 1944, 
but the relief would be given at the Australian rates for the year of tax 
ended June 30, 1944, based on income derived during year of income ended 
June 30, 1943. The above system has now been entirely changed. On the 
coming into force of the Agreement between the United Kingdom and 
Australia, the relief to be given in the United Kingdom is governed by the 
Finance (No. 2) Act of 1945, and the procedure in respect of Australian 
dividends on ordinary shares or such part of participating preferer:ce shares 
as is in excess of the fixed rate is now as follows: 


(a) The effective rate of Commonwealth tax payable by a company is 

ascertained by dividing the assessable profits of the company for 
any year into the total Commonwealth tax payable in respect of 
those profits. This rate will be applied to all dividends payable out 
of those profits. 
The effective rate of United Kingdom income tax is ascertained by 
dividing the total income from all sources (less charges for interest, 
etc.) into the income tax and sur-tax payable in respect of that 
income. For this purpose an Australian dividend would be included 
at the amount actually received before deducting Commonwealth 
tax payable by direct assessment. 
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(c) The Australian dividend will be grossed either at (1) the excess of 
the United Kingdom effective rate (vide (b)) over the rate of 
Commonwealth tax paid by direct assessment, or (2) the com- 
pany’s effective rate of Commonwealth tax (vide (a)), whichever 
is the lower. 

(d) Relief by the United Kingdom will be granted at either (1) the 
combined rate of the Commonwealth company’s tax (vide (a)) and 
the Commonwealth direct tax on the dividend, or (2) the United 
Kingdom effective rate (vide (b)), whichever is the lower. 

N.B.: Australian preference dividends to the extent of the fixed rate are 

not grossed and relief is granted at the United Kingdom effective rate or 
the rate of Commonwealth direct tax on the dividend, whichever is the 


lower. 


Example 1 

During year ended June 30, 1947, a dividend of £500 is paid out of 
profits derived from sources in Australia by an Australian “private” com- 
pany in respect of ordinary shares owned by a person who is a “United 
Kingdom resident” as defined by the agreement. That term means any 
person who is resident in the United Kingdom for the purposes of United 
Kingdom tax and is not a resident of Australia for the purposes of 
Australian tax. The shareholder (a) is a United Kingdom resident; (b) 
is subject to United Kingdom tax in respect of the dividend; and (c) is 
not engaged in trade or business in Australia through a “permanent estab- 
lishment” (as defined by the agreement) situated in Australia. He has 
therefore satisfied the conditions imposed by Article VI (3) of the agree- 
ment and, therefore, “the amount of ‘Australian tax’ payable (in respect 
of the dividend) . . . shall not exceed half the amount which would bk 
payable in respect of the dividend” but for Article VI (3). 

The assessment of Commonwealth income tax and Social Services con- 
tribution would therefore be as follows: 


Commonwealth Income Tax 

£500 @ 39°8d. in £ £82 18 
Social Services Contribution 

£500 @ 18d. in £ 37 


4 

0 

“Australian tax” but for Article VI (3) = 4 
Reduced to 0 

0 


“Australian tax” payable—one-half = £60 


The rate*of Australian tax paid by direct assessment is therefore 
2°408s. in £. 

The dividend of £500 was paid out of the company’s profits of yeaf 
ended June 30, 1946, which have borne Commonwealth ordinary incomt 
tax at 6s. in £ but which are not liable to tax under Division 7 of Part Il, 
i.e., the dividend was paid before the expiration of six months after th 
close of the income year. Assuming the “profits” and the “taxable income’ 
are the same, the effective rate of Commonwealth tax (vide (a)) payable 
by the company is 6s. in é. 

Assume that in addition to the above-mentioned dividend the taxpayt 
derived from sources within the United Kingdom an income before charg 
ing taxation but after deduction of mortgage interest or other simila 
charges of £stg.5000. The effective rate of United Kingdom income & 
would be calculated as follows: 
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Dividend from Australian company— 
PUES 66-45 ve on oo ck oe 0% de os £400 

Income from sources within the United Kingdom, 
DN Gs a0 ce: ke ae G6 nerds ab Vu Se Ke 5,000 


£5,400 
Deduct Personal Allowance (married) .. .. .. .. 180 


£stg.5,220 
United Kingdom income tax payable— = 
EE Ss ig kira GY uv ba ae’ xe or £7 10 O 
ee Sd, hs. okie wal 4a ane~the 22 10 0 
EE BGI ince od ae ae 4% wows 2,292 15 0 
£5,220 £2,322 15 0 
Effective rate of income tax— 
£2,322 15s. 
£5,400 
United Kingdom sur-tax 
on income of £5,400 = #622 10s. 
Effective rate of sur-tax— 
£622 10s. a6 
£5,400 ” ahones 


Effective rate of United Kingdom tax vide (b) 10-909s. 


In accordance with (c) the Australian dividend of £stg.400 must be 
grossed either at (1) the excess of the United Kingdom effective rate 
(10-909s.) over the rate of Commonwealth tax paid by direct assessment 
(2:408s.), or (2) the company’s effective rate of Commonwealth tax (6s.), 
whichever is the lower. 

(1) = 10:909s. — 2:-408s. = 8-50ls. 
(2) = G&. 
The dividend of £400 must therefore be grossed at 6s. in £. 
The gross Australian income for purposes of United Kingdom tax is— 


20 
£400 X uo £571. 
Relief will be granted by the United Kingdom in respect of the gross 
dividend at either (1) the combined rate of the Commonwealth company’s 
tax (6s.) and the Commonwealth direct tax on the dividend (2-408s.), 
total 8.408s.; or (2) the United Kingdom effective rate, 10°909s.; which- 
ever is the lower. Relief will therefore be granted at 8-408s. 
The assessments of United Kingdom tax will therefore be: 
Income Tax 
Gross Australian income for United Kingdom 
ii Sek ak: seen ae he cae thin hs Sse 
United Kingdom income, less charges .. 


Deduct personal allowance... .. .. .. .. .. «2 es ee 
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United Kingdom income tax ee 
. + + Sodbeaede : 46 oe oe £7 10 0 
DPUEEED 6 oe 56 oO 66 ua de BO 44: 46 22 10 0 
——— .... 2,369 14 0 
0 
6 
6 


£5,391 £2,399 14 


Sur-tax (on £5871) ................-5 6920 
£3,069 4 


Less credit for Australian tax 
ee ee ee 240 Oil 


£2,829 3 7 
The Australian dividend of £A.500 = £stg.400 grossed to £571, there- 
fore bears the following amount of United Kingdom tax: 
United Kingdom income tax— 
£571 @ 9s... .. inne oe Se! 
Sur-tax—£571 @ 5s. 6d. “(top rate) . oh ea We 157 0 6 


£413 19 6 
Credit for Australian tax as above... .. ...... 240 0Oll 


£173 18 7 


Example 2 ——SS= 
Assume the same set of facts as in Example 1 except that the taxpayer 

derived from sources in the United Kingdom an income before charging 

taxation but after deduction of mortgage interest or other similar charges 


of £stg.1,000. 


Effective rate of United Kingdom tax— 
Dividend from Australian company, less exchange .. £400 
United Kingdom income, less charges .. .. .. .. .. .. 1,000 


£1,400 
Deduct personal allowance .. .. .. .. .. .. «2 «ese 180 


£1,220 
United Kingdom income tax payable— 
EE da uk on he 08 He du ew. 64o% Wa £7 10 
EL i 4 be. 4A Se 04-68 06 Ne A a ae 22 10 
ee er ee 


£1,220 , £522 15 


ET a og nee men PRON AD ele Nil 


Effective rate of United Kingdom tax— 
£522 15s. 
Effective rate of Commonwealth tax— 
SE OM ns ey ce oe 5s 
RR ae ee a 





wl = DAIL AO 


181 Sselesq 
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In accordance with (c) the Australian dividend of éstg.400 must be 
grossed either at (1) the excess of the United Kingdom effective rate 
7°468s.) over the rate of Commonwealth tax paid by direct assessment 
(2:408s.), or (2) the company’s effective rate of Commonwealth tax (6s.), 
whichever is the lower— 
(1) = 7468s. — 2°408. = 5:060s. 
(2) = G. 
The dividend of £400 must therefore be grossed at 5:060s. in £— 
20-000 
£400 X = £535. 
14-940 
Relief will be granted by the United Kingdom in respect of the gross 
dividend at either (1) the combined rate of the Commonwealth company’s 
tax (6s.) and the Commonwealth direct tax on the dividend (2°408s.), 
total 8-408s.; or (2) the United Kingdom effective rate (7°468s.) ; which- 
ever is the lower. Relief will therefore be granted at 7-468s. 
The assessment of United Kingdom tax will therefore be: 
Gross Australian income for United Kingdom 
EN iis ad aes na eee ae. 64 66.--< £535 
United Kingdom income, less charges .. .. .. .. .. 1,000 
£1,535 


Deduct personal allowance .. .. .. .. .. «2... we ee 180 


£1,355 


United Kingdom income tax payable— 
EE Se SS ke-wer Be ee Se Hee aes £7 10 0 
is wh di Kh hd oe Oe CO 08 WR On 22 10 0 
OO eo en er = Sl 


£583 10 0 


Less credit for Australian tax— 
re ee 199 15 4 


£383 14 8 


The Australian dividend of £A.500 = £stg.400 grossed to £535, there- 
fore bears the following amount of United Kingdom tax: 
I as ice ke ee oe oe Os KE WS * £240 15 0 
Less credit for Australian tax as.above .. .. .. 199 15 4 


£40 19 8 


Example 3 


Assume the facts to be the same as in Example 2 except that the 
United Kingdom resident’s income consists solely of an Australian dividend 
mounting to £Aust.1,750. 
The Australian tax payable on a dividend of £1,750 is: 
Income tax—£1,750 @ 85-693d. .. .. .. .. .. £62417 0 
Social services contribution—£1,750 @ 18d. .. .. 131 5 O 


Combined rate at 103°693d............... £756 2 0 


eos 
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Australian tax payable by a United Kingdom 


resident— 
a ””6 U6, 6 ee ee le 


The rate of Australian tax paid by direct assess- 
ment is therefore 4.321s. in £. 
The effective rate of United Kingdom tax on £Aust.1,750 = £stg.1,400 
is the same as in Example 2, viz:, 7468s. 
The effective rate of Commonwealth tax is: 
ON EE a 
EE a 


10-321s. 


In accordance with (c) the Australian dividend of £1,400 must be 
grossed either at (1) the excess of the United Kingdom effective rate 
(7:468s.) over the rate of Commonwealth tax paid by direct assessment 
(4:321s.), or (2) the company’s effective rate of Commonwealth tax (6s.), 
whichever is the lower. 

(1) = 7:-468s. — 4321s. = 3:147s. 
(2) = G. 
The dividend of £1,400 must therefore be grossed at 3147s. in £— 
20-000 
£1,400 xX 16853 > £1,661. 


Relief will be granted by the United Kingdom in respect of the gross 
dividend at either (1) the combined rate of the Commonwealth company’s 
tax (6s.) and the Commonwealth direct tax on the dividend (4-321s.), 
total 10-321s.; or (2) the United Kingdom effective rate (7.468s.), which 
ever is the lower. Relief will therefore be granted at 7°468s. 

The assessment of United Kingdom tax will therefore be: 

Gross Australian income for United Kingdom 
ND 5a we ee 66 ee ve On Ge oe se os £1,661 
Deduct personal allowance .. .. .. .. «1 «+ «+ es es 180 


United Kingdom income tax payable— 
TN cd 65. dk bods be Wares BE SS: OA 
 . ba de AM be 0 Oe an Oe ee Se 

Ee ee ey ee ee eee 


£1,481 


Less credit for Australian tax— 
EE EY de oc ve na ve. we we xe 


The balance payable is explained as follows: 
(a) Whilst 7°468s. (in point of fact the correct rate 
is 7°46786s.) is the rate of tax applicable to an 
income of £1,400, that income has, by the process 
of grossing-up, been increased to £1,661. The 
increase of £261 is taxed at the rate of 9s. in £ = £117 9 
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(b) Credit for Australian tax is given in respect of 
the increase of £261, but at 7°468d. in £, not at 
9s. in £ . ie as 


The difference of 2d. is explained by the dif- 
ference between the rate weaved 7-468s., and the 
actual rate, 7°46786s. .. .. ; ere? £19 19 10 


———— 


Notwithstanding the above adjustment, a taxpayer who derives a taxable 
income of £Aust.1,750, consisting of dividends, pays less in taxation if he 
becomes a United Kingdom resident than if he remained a resident of 
Australia : 


Tax payable by Australian resident— 
£1,750 @ 103:693d. in#.. .. ae 2S 23S 
Tax payable by United Kingdom resident— 
One-half Commonwealth tax... £378 1 
United Kingdom tax, 
£stg.19/19/8 = 24 19 


403 0 7 


Difference in favour of transferring residence to 
RP PEM cc, in os ck oe we 06 ee oe Be a 


Dividends Paid by Australian Private Companies Subject to 
S. 107 Rebate 


Dividends paid by private companies out of income which has borne or 
is liable to bear tax under Division 7, or its predecessors, is subject to 
the rebate provided by s. 107. The effect of the rebate is to grant exemp- 
tion from Commonwealth tax in respect of the dividend. If, however, the 
shareholder is a primary producer, the receipt of the dividend causes his 
rate of tax for the succeeding four years to be increased. 

There is, of course, no corresponding exemption under the United 
Kingdom legislation in respect of dividends paid by Australian private 
companies to United Kingdom shareholders out of Division 7 income. The 
following examples illustrate the treatment of s. 107 dividends in United 
Kingdom assessments : 


Example 4 


An Australian private company’s distributable income for two years is 
as follows : 
1946 1947 
Taxable income .. .. . £10,000 £9,000 


Commonwealth ordinary ir income tax ay 
Ones OE Ga. Me Sw. ww os oes : 3,000 2,700 


Distributable income .. . £7,000 £6,300 
Tax under Division 7 on - 1946 income 
PE 3+ ad'ge eases ta ee os Nil 5,385 


Undistributed amount .. .. .. £7,000 £915 


In 1947 a dividend of £Aust.1,500 was paid to a United Kingdom 
sident out of the 1946 undistributed amount of £7,000. The taxpayer 
so derived United Kingdom income amounting to £stg.4,000. 
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Example 5 
Assume the same set of facts as in Example 4, except that the United 
Kingdom shareholder derived, in addition to the Australian dividend, 
United Kingdom income amounting to £stg.27,000. 
Computation of effective rate— 
Example 4 Example 5 
Dividend from Australian Company, 
£1,500, less exchange .. .. .. .. .. £1,200 £1,200 
United Kingdom taxed income .. .. .. 4,000 27,000 


£5,200 £28,200 





Less Interest payable in United King- 


dom .. 200 200 


£5,000 £28,000 
180 180 





Deduct personal allowance .. .. .. .. 





£4,820 £27,820 





Income tax— 


RG. o> iw tk ea-be £7 10 £7 10 

SY we ue an we Wt 22 10 22 
4005 @%............ 28215 
WE. 5 ce ac. ta cu 12,462 


£2,142 15 O £12,492 15 0 








Effective rate of income tax .. .. (1) 8-57Is. (2) 8-923s. 
Sur-tax payable £512/10/- .. .. £11,162/10/- 
Effective rate of sur-tax .. .. (6) 2-050s. (6) 7:973s. 


10-621s. 16-8%6s. 


Commonwealth effective rate— 
Ordinary income tax .. .. .. .. 6:000s. 6000s. 
Undistributed profits tax . .. .. 10°770s. 10°770s. 


———_—- 


(3) 16:770s. (3) 16-770s 


Effective rate for grossing 
GONE 6. oc. ce sc kp cc se ce GQ) OG (4) 16°770s. 


— 


Example 4 Example 5 
United Kingdom tax payable— 
Australian dividend, grossed at effective 
OE ie ok Nae hie ate: Beh sae aia «i £2,561 £7,430 
United Kingdom income, less charges . . 3,800 26,800 





£6,361 £34,230 
Deduct personal allowance .. .. .. .. 180 180 





£6,181 £34,050 


— 





oa 
o 
wn 


Coolio oOo! Ooo 


tol 
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Income tax— 


——-... so wae £7 


0 
75 @6s....... 2210 0 22 
6,056 @ 9s. .. .. .. 2,725 4 0 
33,925 @ 9s... .. 15,266 
{2,755 4 0 £15,296 
Sur-tax (on £6,361) .. (6) 90416 6(on 14,433 
£34,230) 
£3,600 0 6 £29,720 


Credit for Commonwealth 
tax— 
£2,561 @ 10°62ls. . (5) 1,360 0 
£7,430 @ 16°770s. . (5) 6,230 
£2,300 O £23,499 

Had there been no Aus- === 
tralian income the total 
tax liability would have 


Sy ae 4c 94 40. -60 £1,855 5 O (7) £22,485 § 
(1) Effective rate of United Kingdom income tax— 
£2,142 15 O _ 
5,000 = §S7ie. 














(2) Effective rate— 
£12,492 15 0 
28,000 

(3) The effective rate of Commonwealth tax payable by a company is 
ascertained by dividing the profits of the company for any income 
year into the total tax payable based on those profits. This rate is 
applied to all dividends payable out of those profits. Thus, in the 
above example, the effective rate applicable to the dividend of 
£Aust.1,500 paid in 1947 out of the Division 7 income derived 
during year of income ended June 30, 1946, is ascertained by 
dividing the profits of that year, £10,000 (profits assumed to be the 
same as the taxable income) into the ordinary income tax payable 
on that year’s taxable income of £1(,000, viz., £3,000, and the 
Division 7 tax payable on that year’s “undistributed amount” of 
£7,000, viz., £5,385. The effective rate is therefore: 

£3,000 + £5,385 . 
£10,000 = 16°77s. in £. 

(4) The Australian dividend of £Aust.1,500 — £stg.1,200 must be 
grossed either at (1) the excess of the United Kingdom effective 
rate (Example 4, 10°621s.; Example 5, 16°896s.) over the rate 
of Commonwealth tax paid by direct assessment (nil, in both 
examples), or (2) the company’s effective rate of Commonwealth 
tax (16°77s. in both examples), whichever is the lower. Thus in 
Example 4 the dividend will be grossed at 10°621s. and in Example 
5 the dividend will be grossed at 16°77s. 

(5) Relief is granted at either (1) the combined rate of Common- 
wealth company tax (16°77s.) and the Commonwealth direct tax 
(nil), or (2) the United Kingdom rate (Example 4, 10°621s.; 
Example 5, 16°896s.), whichever is the lower. Thus, in Example 
4 relief is granted at 10°621s. and in Example 5 at 16°77s. 

(6) N.B. The new rates of United Kingdom sur-tax for the year 
1946-1947 (payable January 1, 1948) are as follows: 
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£ £ 

i re oe igees oh tee So be ee ae. ON 

a ES Ore eee ee 
i ww ‘wo an eahcome se ae, oY 
ES Per er aS 
EE cs Lc gd -w sas «0 46 ae X8 
ES rear eer ae 
EE eee ee ee 
Es an on ee pH, 0 a oe 48 
OS ee ee eae 
Ra ee ree 
EE os vb oy 4e 44. a OK «4 KO 

Above 20,000 .. 


Thus, the sur-tax payable on an income a £34, 230 i is: 


BR, Sr ees ee 
TR Soin caval at 
SY ke ee a 
Ee fy er ae ere er 175 
I heeled wae 225 
ME ee ae. Be Ea are 275 
ES Pe a 650 
ee Oe NS, og oe ak ae ew Seas 750 
eS eee 850 
ee Es oe as ew te ae a 
re 2 ee ee og ws ea te oe ee Ge 
eee Ge Gk nn os ce os sees ee 


AONDNANAAAAAAS § 


moooococceo 
ooococococdo 


_ 





~urtex payable .. .. .. .... .. .- 4A 





me ii wm 


(7) Tax including Australian dividend .. .. .. £23,499 
Tax excluding Australian dividend .. .. .. 22,485 





Ww 


ee Oe kx ae oe ce oe ou on £1,014 





£1,200 grossed to £7,430. 
£7,430 at 9s. (income tax) and 10s. 6d. (sur- 

tax) = 19s. 6d. " .. £7,244 
Less credit for Australian ‘tax ‘at 16: 77s. es 6,230 1 


£1,014 3 11 











In Example 4 the Australian dividend of £Aust.1,500 (£stg.1,200) will 
suffer some United Kingdom tax even though the Australian rate (16°77s.) 
exceeds the United Kingdom rate, which for purposes of grossing and relief 
is 10°62ls. The latter rate was, however, calculated with reference to an 
income of fstg.5,000. By grossing the dividend of £1,200 to £2,561 the 
income is increased to £6,361. The United Kingdom tax is thereby 
increased from £2,655/5/- to £3,660/0/6, and the rate on the total net 
income is increased from 10°621s., as above, to 11-508s., the difference 
being -887s. £6,361 at ‘887s. = £282/2/2. 

In the next two examples it is proposed to compare the position under 
the United Kingdom legislation where a United Kingdom resident’s income 
consists wholly of a dividend from Australia (a) paid out of Division 7 
income, and thus subject to the s. 107 rebate, and (b) where the dividend 
is assessable to one-half the Australian tax otherwise payable. 





Www we woriworwrworwrwe’ = 


) 
) 
) 
) 
) 
) 
) 
0 
y 
v 


a. (\ a= 


erence 


under 
ncome 
sion 7 
vidend 
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Example 6 
Dividend of £2,000 not subject to s. 107 rebate— 


Commonwealth income tax .. .. £2,000 at 93-2d. £776 13 
Social services contribution .. .. £2,000 at 18d. 150 0 





Total taxes .......... £2,000 at 111-2d. £926 13 








I no oe eg ee ne tk a ee ee £926 13 


Australian tax payable by United Kingdom resident— 
One-half of £926 13 0 = £463 6 6 


Rate of Australian tax ead ath direct assessment 
is therefore .. .. te . oe 4°633s. 


The effective rate of United Kingdom tax is 
calculated as follows: 
Dividend £2,000 less exchange .. .. .. .. .. £1,600 
Deduct personal allowance (unmarried) .. .. .. 


Income tax payable— 
EE hd 00s oh 40-06 Ba de ee we 
a ee ee 
a iin Se 0m, Sa od WO WE Se ae Oe 
£1,490 


Effective rate of income tax— 
£644 5 0 
1,600 
Income to be grossed at— 
(1) United Kingdom rate 8°C53s. — Commonwealth direct tax 
rate, as above, 4°633s. = 3°420s.; 
(2) Commonwealth company rate, 6s.; whichever is the lower. 
1,600 — at — 
41, x 
16°58 = £1,930 


Less personal allowance .. .. .. .. .. .. 2. «se. 110 


£1,820 


United Kingdom assessment— 
EL igh bn 4s Gb 04s 4% Oh -we oe £7 10 
_ | > Nene 
1695 @ 9s... 2... ee ee ee ee ee ee 762 15 


£1,820 £792 15 


Credit for Australian tax— 
CO Ee ae 


United Kingdom tax balance payable .. .. .. .. £15 12 


a 
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Reconciliation 
Tax was payable on the increased sum of 


£330 @ 9s... ... .. = £14810 0 
But relief was given on this sum at only 8053s... 13217 4 


Excess United Kingdom tax payable .. .. .. .. £1512 8 


Example 7 
It is difficult to state a s. 107 dividend which is comparable with a taxable 
dividend. On the one hand, a deduction is allowed of Division 7 tax paid 
in calculating the distributable income. On the other hand, the “half-tax” 
concession provided by the Agreement is not granted in the calculation of 
Division 7 tax. Assume, however, that instead of receiving a taxable 
dividend of £2,000 the United Kingdom resident had received a s. 107 
dividend of £1,320 paid out of an undistributed amount, calculated as 
follows : 
Taxable income .. .. . eee £2,857 
Commonwealth ordinary income tax pay able .. £857 
Division 7 tax paid on distributable income 
of previous year, say .. .. .. .. .. .. .. 680 


NN a 


Division 7 tax on £1,320 at, say, 10s. in £ = £660. 

The Commonwealth tax payable by the company on a taxable income 
(profit assumed to be the same) of £2,857 is £857 plus £660 = £1,517. 
The effective rate of Commonwealth tax is therefore 10-619s. 

As the s. 107 rebate applies, no Commonwealth tax is payable on the 
dividend of £1,320 by direct assessment. 

The effective rate of United Kingdom tax is— 

Dividend of £1,320, less = aa 66 60 *é.0e-eu Oe 
Deduct personal allowance .. .. erry ee eee 110 


£946 


Income tax payable— = 
i. os ox.we bk, oe 96: a6 eats £7 10 0 
ss ae ee Kar Shoe Se. be 88. 08 22 10 0 
ED oa ek ha ak: eu, ewe eas We oe 


£946 


Effective rate of United Kingdom income tax is 
£399 Qs. 

The effective United Kingdom rate, 7:565s., is less than the Common- 
wealth company rate, 10°619s. The dividend of £1 ,056 is therefore grossed 
at 7:565s. 

£1,056 X 20 _ 
12435. . 
Dividend of £1,056 grossed at 7°565s... .. .. .. .. 
Deduct personal allowance .. .. Se 
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Income tax payable— 
CE id Gn Gado a0. 60-08 2006-04 £7 10 
sad. ch C6 St: we. O08 SO 44 Be 22 10 
, ar aera ol 


£688 7 


Credit for Australian tax— 
See Oe FS ns ce ck ce ee ce ew ae CES 


United Kingdom tax balance payable .. .. .. £46 1 8 


The net United Kingdom tax payable on a s. 107 dividend of £Aust.1,320 
is £46/1/8, whereas the net United Kingdom tax on a taxable dividend of 
fAust.2,000 is only £15/12/8. This is accounted for by the fact that the 
first dividend is grossed at the high rate of 7-565s., whereas the second 
dividend is grossed at 3:420s. The increases are £642 and £330 respec- 
tively. These increases are exposed to tax at the full rate of 9s. in £, 
whereas credit is given at the effective United Kingdom rate of 7-565s. 
and 8-053s. respectively. 

Section 107 Dividend. Taxable Dividend. 
Actual United 

K’gdom tax £642 @ 9s.= £288 180 £330 @ 9s. = £148 10 0 
Credit for 

Aust.tax £642 @ £330 @ 

7°565s.= 242 168 8-053s. 132 17 4 


Net tax payable (1) £46 14 £15 12 8 


(1) Difference of 4d. due to effective rate being limited to three 
decimal places. 
The following is a comparison of the taxes payable by the several classes 


of taxpayers referred to in Examples 6 and 7: 
Section 107 Taxable 


dividend. dividend. 
Australian resident. £ Aust. £ Aust. 
eh ae a i ie ee a £1,320 £2,000 
Commonwealth direct tax .. .. .. .. .. . Nil 926 





Residue in hands of taxpayer .. .. .. .. £1,320 £1,074 








United Kingdom resident. 
ee £1,320 £2,000 
Commonwealth direct tax .. .. .. .. .. Nil 463 


£1,320 £1,537 





United Kingdom tax— 
OS! er ee 58 
GaP GUID 64 4% Kame 4e 00.08 19 





Residue in hands of taxpayer .. .. .. .. £1,262 £1,518 








The differences are more marked when the dividend becomes exposed 
the progressive rates of United Kingdom sur-tax. 
: 
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Example 8 
Taxable dividend £Aust.5,000— 


Commonwealth income tax .. 
Social services contribution . 


£5,000 @ 135:38d. = £2,820 
£5,000 @ _—s«i18d. 375 





153°38d. £3,195 








Reduced to £3,195 


Australian tax payable by United Kingdom resident— 
One-half of £3,195/8/- = £1,597 14 0 
Rate of tax payable by direct assessment is therefore 6°390s. 
The effective rate of United Kingdom income tax is calculated as follows: 
Dividend £5,000, less exchange .. .. .. .. .. «1... «ees 
Deduct personal allowance (married) .. .. .. .. .. .... 


Income tax payable— 


NE. oe chads oe 
|) ) ere 
3,695 @ 9s... .. .. .. .. «. 1,662 15 


£3,820 £1,692 15 


Effective rate of income tax 
£1,692 15s. 
£4,000 8464s. 


Sur-tax payable— 


£2,000 .. ; 
Soo @ Zs. .. «. 
500 @ 2s. 6d. .. 

1,000 @ 3s. 6d. .. 


£4,000 @ 1-437s. .. 


Nil 
£50 0 
62 10 
175 0 


£287 10 


United Kingdom effective rate— 
 <c o6 Se we ae: 6k bel oe ee 
i eee es ee ee J 


9-901s. 


Income to be grossed at— 
(1) United Kingdom rate 9:901s.— Commonwealth direct rate 
6°390s. = 3-51ls., or 
(2) Commonwealth company rate, 6s., whichever is the lower. 
£4,000 grossed at 3:511s.— 

£4,000 « 20 
16-480 = £4,852 
Less personal allowance 180 
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United Kingdom income tax assessment— 
EE as. “as ne" do ees ea £7 10 
SE soa? ait "GS hq. No ie 22 10 

i a 


£4,672 £2,076 3 


United Kingdom sur-tax assessment— 

TE Sh hd. 6h te ou Ke wer Oe Nil 
CP st ide keten co ot Se ae 
Pe ie as de we ws 62 10 
Bee GU GAGE on cs cs ce ce 6 
8S2 @ 42.60... .. .. .. .. 191 14 


£4,852 £479 4 





Credit for Australian tax— 
Pe ee PL, kw os 0a Se 6a oe ae 


Net United Kingdom tax payable .. .. .. .. .. .. 
Reconciliation 


£852 United Kingdom income tax @ 9s. 
£852 United Kingdom sur-tax @ 4s. 6d. 
13-5s. 
£852 United Kingdom effective rate 9-90Is. 
Difference of 1s. due to effective rate 
being limited to three decimal places 
Example 9 
Section 107 dividend £Aust.3,000 
Commonwealth company rate, say 14s. 
Commonwealth direct tax on 
assessment 
United Kingdom effective rate— 
£3,000 less exchange .. .. .. .....- 
Deduct personal allowance .. .. .. .. 


Income tax payable— 
£50 @ 3s. .. 
ck wa Mer we oh, ee 
rr aa ek os ce ie es TE 


£2,220 £972 15 0 


Effective rate of United Kingdom income tax is— 
£972 15s. 
2,400 — 
Sur-tax payable— 
A eh 4%. 44 we 06 40 4% 8 
400 @ 2s. .. 


£2,400 


United Kingdom effective rate 
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Income to be grossed at— 


(1) United Kingdom rate, 8-439s. — Commonwealth direct rate, 
nil = 8-439s., or 



















































of 
(2) Commonwealth company rate, 14s., whichever is the lower. 
£2,400 grossed at 8:439s.— of 
£2,400 * 20 
11-561 £4,152 
Less personal allowance 
United Kingdom income tax assessment— 
2 2 ery ee £7 10 O 
2. ae 22 10 0 
Se ee oe ns ce- 2c ov. co Bee 
£3,972 £1,761 3 O £1,761 3 0 
United Kingdom sur-tax assessment— 
Dl es bs de hohe ede we ae Nil 
ds sn ae te oe oe ee! © 
i. ft See ee 62 10 O 
ee ns aw cs cw oe” ee SS 
152 @ 4s. 6d. 0 i 
is C 
£4,152 0 321 14 0 @ Thu 
£2,082 17 0 
Credit for Australian tax— 
ae ee ne Aig eh ie ae ee ee 1,751 18 8 
Net United Kingdom tax payable .. .. .. .. .. .. 
Reconciliation 
United Kingdom income tax— As 
£4,152 — £2,400 = £1,752 @ 9s... .. .. .. £788 8 0G thee 
ta 
United Kingdom sur-tax— “ 
Se ek as os as te oe Qe @ 1947 
oO ee ee 62 10 0 would 
"RRO Ge 2e.GE. .. .. «ss «5 os BS OD 
< | fer 34 4 0 F 
281 14 0 T 
£1,070 2 0 
United Kingdom effective rate— 
ok oe we ds) ae ds As awe oe 739 5 1 . 






£330 16 ll 


———— 
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The net United Kingdom tax payable on a s. 107 dividend of £3,000 
is £330/18/4, whereas the net United Kingdom tax on a taxable dividend 
of £Aust.5,000 is only £153/7/4. 

The following is a comparison of the taxes payable by the several classes 


of taxpayers referred to in Examples 8 and 9: 
Section 107 Taxable 


dividend. dividend. 


Australian resident. 
Dividend .. .. .. eet ae eee Feel £3,000 £5,000 


Commonwealth direct tax Sie’ elk acl, a Nil 3,195 


Residue in hands of taxpayer .. .. .. .. £3,000 £1,805 





United Kingdom resident. 
Dividend .. .. ay Sastie od, sae are £3,000 £5,000 


Commonwealth direct tax .. .. .. .... Nil 1,598 


£3,000 £3,402 
United Kingdom tax converted 


a eee ee 414 192 


Residue in hands of taxpayer .. .. .. -. £2,586 £3,210 








Fund out of which S. 107 Dividend is Paid. 
Under Division 7, the whole of the “undistributed amount” of any year 
is capable of being distributed subject to the rebate provided by s. 107. 


Thus, in example 4, the following sums may be so distributed : 
1946 1947 


Taxable moome .. ....... .... -. £10000 £9,000 
Commonwealth ordinary tax payable .. 3,000 2,700 


£7,000 £6,300 
Division 7 tax paid on 1946 income 
DEE 50-26. ae én 06008 aera: wn Nil 5,385 


Undistributed amount which if dis- 
tributed is subject to s. 107 rebate .. £7,000 £915 
As previously explained, for purposes of United Kingdom income tax 
the effective rate of Commonwealth tax payable by a company is ascer- 
tained by dividing the profits of the company for any year into the total 
tax payable on those profits. Assuming the Division 7 tax payable on the 
1947 undistributed amount were £620, the effective rates for the two years 
would be calculated as follows: 
1946 1947 
Eo ee a £9,000 
Taxes payable on above profits: 
£3,000 £2,700 
5,385 


ee ee a 


rr ON Co kk uk wa bale oe 
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Now, it is obvious from the above figures that the Inland Revenue 
Authorities should not regard any distribution in excess of the balances of 
£1,615 and £5,680 shown above as having borne the Commonwealth 
effective rate. Taking 1946 as an example, if the company declared a 
dividend or dividends totalling £7,000, wholly and exclusively out of the 
1946 “undistributed amount,” the recipients would be entitled to the rebate 
provided by s. 107 in respect of the whole of that sum. But only £1,615 
has borne the effective Commonwealth rate of 16°77s. If, for example, the 
whole of the £7,000 were distributed and the effective rate of United 
Kingdom tax were 12s., the effect of grossing the dividend for the purpose 
of assessment to United Kingdom tax would be to increase the dividend 
to £17,500, which exceeds the company’s actual income of £10,000. This, 
in turn, would increase the credit to be given for Commonwealth tax 
against the United Kingdom tax to £10,500 (£17,500 at 12s.), which 
exceeds the Commonwealth tax paid, £8,385. 

Regarding the sum of £1,615 as the maximum distributable income for 
1946 for purposes of United Kingdom tax, it remains to be decided how 
any distribution in excess of £1,615 should be treated in a United Kingdom 
assessment. 

There are two methods which might be adopted in computing the credit 
to be given where the actual distribution exceeds £1,615 for 1946. Assume 
the actual distribution to be £7,000— 

(a) To regard the dividend of £7,000 as having been paid as to £1,615 
out of the 1946 profits, and as to the balance of £5,385 out of 
previous years’ profits. This course may be found to be imprac- 
ticable, e.g., where undistributed profits of previous years do not 
exist, and in any event may prove to be highly complicated. 

(b) To regard the dividend as having been paid out of a gross income 
of £10,000 which has borne tax at 6s. only. In this case, the relief 
would be limited to £3,000 and no relief would at any time be given 
in respect of the Division 7 tax of £5,385. 

There is a third method by which the difficulty could be largely overcome. 

A private company is not obliged to declare a s. 107 dividend out of a 
particular year’s “undistributed amount”; it may pay the dividend out of 
a fund consisting of the undistributed incomes of several years so long as 
the dividend is paid “wholly and exclusively” out of such a fund. In the 
last preceding example the position is as follows: 

1946 1947 Total 
Undistributed amounts wend to Divi- 

sion 7 tax .. .. £7,000 £915 £7,915 
Maximum sums which can ‘be regarded 

for purposes of United Kingdom tax 


as having borne the full effective rate 
| sss ce «6S £5,680 £7,295 


N.B. The Mine hanes the two totals, viz., £620, is the Division 7 
tax on the 1947 “undistributed amount.’ 

As pointed out in a later paragraph, it is understood that the Inland 
Revenue Authorities will adopt the “first-in-first-out’’ method in the case 
of a dividend paid out of a mixed fund of profits. If, for example, the 
company declared a s. 107 dividend not specifically out of the 1946 “undis- 
tributed amount,” but wholly and exclusively out of a fund consisting of 
the undistributed amounts of 1946 and 1947 totalling £7,915, the “first-in- 
first-out” method could be applied, in which event the dividend would be 
regarded as having been paid as to £1,615 out of the 1946 income, and as 
to the balance, £5,385, out of the 1947 income. 
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No definite ruling has yet been issued by the Inland Revenue Authorities 
on this subject because actual instances have not, so far, come before them 
for determination. Until the position is clarified it is recommended that 
s. 107 dividends to United Kingdom shareholders be limited to the sums 
available after making provision for Division 7 tax payable thereon; e.g., 
in respect of 1946 the distributions should be limited to £1,615. 

Delay in Finalising United Kingdom Assessments on S. 107 Dividends 

In the last preceding example it was assumed, for the sake of simplicity, 
that the Division 7 tax on the 1946 income was paid in 1947. This, of 
course, is almost divorced from reality. The work involved in ascertaining 
the additional tax which each shareholder would pay if he had received his 
share of the undistributed amount, results, in normal instances, in a delay 
of two years in the issue of the assessments. Thus the 1946 Division 7 
assessment would, in the usual course of practice, be issued in 1948, not 
in 1947. In complicated cases, the delay may be three or more years. 

The above inevitable delay will, in turn, cause delay in finalising United 
Kingdom assessments where the United Kingdom income includes a s. 107 
dividend paid out of income liable to Division 7 tax which has not yet been 
assessed. It is understood, however, that the Inland Revenue Authorities 
would be prepared to give relief up to 75 per cent. of the estimated relief 
in a normal case or up to 90 per cent. in cases where a fairly accurate 
estimate of the relevant Division 7 tax can be made. In instances where 
the effective rate of Commonwealth tax (i.e., ordinary income tax plus 
Division 7 tax) normally exceeds the United Kingdom effective rate, the 
United Kingdom computations can be made without waiting for accurate 
information concerning the Commonwealth rate. In these circumstances 
the United Kingdom rate is used both for grossing and for relief. This is 
illustrated by Example 4. 

Nevertheless, it is preferable, where possible, not to pay s. 107 dividends 
to United Kingdom shareholders out of the “undistributed amount” of any 
year until the Division 7 tax on that undistributed amount has been 
ascertained. Full information can then be sent to England in time to 
avoid any delay or the issue of tentative assessments. 


Where S. 107 Dividend Paid Out of “Undistributed Amounts” of 
Several Years 
Section 107 provides for the rebate specified therein to be granted where 
the dividend is paid wholly and exclusively “out of any amount or amounts” 
in respect of which the company has paid or is liable to pay tax under 
Division 7 or its predecessors. Thus, a s. 107 dividend may be paid wholly 
and exclusively out of a sum consisting of the “undistributed amounts” of 
two or more years. 
Example: Fund of profits out of which Effective rate of Com- 
S. 107 dividend paid. monwealth income tax. 
Year ended June 30: 
1941 £A2,000 12s. 8d. 
1942 4,000 14s, 2d. 
1943 1,000 10s. 9d. 
1944 8,000 (1) 16s. 9d. 
1945 2,000 13s. 
1946 3,000 14s. 


Total of fund £20,000 
(1) In point of fact, the rate for this year would be small because of the 75 per 


cent. rebate on the change over to the “pay-as-you-earn” provisions. This 
is dealt with in the next paragraph. 
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The company pays a s. 107 dividend of £6,000 out of this fund. Applying 
the proportional method approved in Resch’s case, the dividend would be 
regarded as having been paid rateably out of the profits of the following 
years: 
1941 2,000/20,000 of £6,000 £600 
1942 4,000/20,000 of £6,000 1,200 
1943 1,000/20,000 of £6,000 300 
1944 8,000/20,000 of £6,000 2,400 
1945 2,000/20,000 of £6,000 600 
1946 3,000/20,000 of £6,000 900 


£6,000 


It is understood that the Inland Revenue Authorities are not in favour 
of the proportional method, as illustrated above, and that they would 
probably adopt the “first-in-first-out” method. Thus, in the above example, 
the dividend of £6,000 would be regarded as made up as follows: 

Effective rate of Com- 
monwealth income tax. 


Year ended June 30: 
1941 £2,000 12s. 8d. 
1942 £4,000 14s. 2d. 


The “first-in-first-out” method has the advantage of simplicity, whereas 
under the proportional method the task of apportioning the dividend would 


become increasingly complicated because the number of years entering the 
calculation would steadily grow with the passage of time. 

As pointed out in an earlier paragraph, circumstances may exist where 
it would be of advantage to the United Kingdom shareholder if the com- 
pany paid the dividend out of a mixed fund consisting of the “undistributed 
amounts” of several years, and if the “first-in-first-out” method were 
applied. The circumstances referred to are where there are considerable 
discrepancies between the “undistributed amounts” and the sums to which 
the full effective rate of Commonwealth company tax may be applied in 
calculating the United Kingdom assessments. An example of such dis- 
crepancies is furnished in the above paragraph, “Fund out of which s. 107 
dividend is paid.” Where no difficulty of the above nature presents itself, 
it is recommended that where a company has United Kingdom shareholders 
it should declare s. 107 dividends out of the “undistributed amounts” of 
specific years. 


Section 107 Dividends Paid Out of “Undistributed Amount’ of 
Transition Year Ended June 30, 1944 


In the last example the effective rate for 1944 was shown to be 16s. 9d, 
whereas, in point of fact, the rate for this year would be relatively small 
because of the 75 per cent. rebate on the change over to the “pay-as-you- 
earn” system. It is understood, however, that the Commissioners of Inland 
Revenue have issued a ruling that where the 75 per cent. rebate has been 
given on the change over to “pay-as-you-earn,” relief will be granted by 
the United Kingdom as though no such rebate had been given. 
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On Writing for the Accountancy Treatise Competition 
of the Commonwealth Institute of Accountants 


By Frank L. Horn, A.I.C.A., A.C.A.A. 


Anyone faced with the task of writing about accountancy must tackle 
his work with zest and zeal and proceed from beginning to end with set 
purpose and clenched teeth. But sooner or later he has to face up to the 
question, what is he going to write: a scientific treatise, or a text book, or 
merely a book for reading. In the first case, he must confine himself 
strictly to his subject, not look right or left, and build from cellar to roof 
a solid house. In the second case, his keywords are equally seriousness 
and thoroughness. He must be profuse with examples, patient with 
explanations, careful about ambiguities, and provide chapter and verse, 
index and paragraph. But in the third case, he may erect a tent or a 
garden house, and he is free to roam if only he holds the interest of his 
readers. 

With one word, the author has to be clear in his own mind who is going 
to read his book, and when and what for, and he must decide whether he 
is writing for the university professor among his book shelves or the dull 
theoretician who sits in his ivory tower with his magnifying glass, or for 
the sweating student with his penny ruler and exercise paper, or for the 
practician amidst his ink-spattered ledgers and bustling typewriters. Or 
should he work for all those who read for pleasure and enlightenment? 
Is his book to be perused in one go, from front page to back cover, or is 
it to be leafed through rapidly and then placed on the shelf for future 
reference ? 

For a text book may be dull, realistic, clear, concise. But a book to be 
read for pleasure, a book to cause frown and smile, nodding hear-hears 
and grave dissent, a book spoken of when guests attend the dinner table, 
a book that is given with a dedication on the flyleaf to young people or to 
venerated teachers or to beloved friends, such a book must beware of 
stifling dullness, of withering one-purpose-ness and of strangling pre- 
conceived ideas. Let it roam through its chosen field with the unconcern 
of the wanderer, lingering at the interesting sights, hurrying over the dull 
patches, avoiding the well-worn track, using only the compass and the sun 
and the fall of the ground until it reaches its merry conclusion. Then, in its 
pages, everyone—the student, the teacher, the practician and theoretician, 
the insider* and the outsider—may find something. “Who brings much, 
brings something for many,” said the old poet. To find romance, unex- 
pectedly, in the field of accounting, to find order in order, or to find chaos 
in order (only not order in chaos, which is trite and easy), to tickle the 
complacent, to pacify the impatient, to shock the prude, to ascend the hill 
of Reason and stand on its top, hands shading eyes, looking down to the 
fog-bound valleys of the future and into the red glow of the sinking 
sun... . oh, to be a poet! 

But alas, not yet ripe perhaps is the time to write the romance of the 
ledger, the comedy of the balance sheet, the tragedy of cost and price. “In 
bello tacent artes”— perhaps in the midst of the struggle between a vanish- 
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ing world of freedom and the upcoming era of a new freedom, must the 
writer stand fettered and silent. “Not all are free who jeer at chains,” 
sang the poet, over a hundred years ago. The hill of Reason towers high 
over our heads. In vain do we search the shops for the paraphernalia that 
will help us to brave the difficult ascent. The rope of logic is frayed, the 
ice-pick of reason is blunt, the snow-shoe of progress is splintered, the 
hobnailed boots of commonsense are out of fashion. And where is the 
guide to show us the narrow path across the glacier of human stupidity? 
Did he not return from the wars? How can we lure his youth-conscious 
son from the enjoyment of the dance to the serious business of life? And 
were we to reach the top, would we still hear the voices of the preachers 
who shout the new gospel that money is the root of all evil and that it 
should be dumped into the big pond so that each and every one can dip 
into it at leisure? Should we still see the contortionists who, with hands 
that grasp all they can get, push their way through the crowd to the edge 
of the big pool and still manage to have five fingers free for the great 
dipping game? 

How, in this clamour and in this confusion, can we find the quiet, the 
beautiful words to bewitch our reader into following us on our ramblings? 
If we write “just a book,” must we not imagine him in his fine pyjamas, 
stretched on his white bed, the shaded lamp over his head and the clock 
on the night-table gently ticking away the hours? We have to keep him 
awake, we have to hold back his hand that gropes for the switch which 
will wipe out our words as if they never had been written. Who dares to 
write a book like this? Who holds it a higher reward to have kept one 
man awake until the small hours than to gain an “Oscar” from an unseen 
judge or a cheque from an unseeing publisher? 

But with the treatise, the text book, there is no need to worry. Our 
reader will be sitting in his comfortable arm chair at his desk, dressed in 
his fine blue suit, and when he gets tired a gentle maiden will bring him a 
cup of tea to revive him. He will mutter “I see” and “yes” and “rot” and 
grab a pencil for a hasty note from which he will dictate an irate riposte. 
Of course, we shall have to work harder, consult authorities and reference 
books, choose our words and keep our pencils sharp, write and re-write, 
but should inspiration fail us, we can always pick another fellow’s brains 
and quote with aptness or abandon until the number of words is attained. 
At least, we need not fear to labour in vain. Even though he may not 
finish reading it, our reader can deduct the cost of the book from his 
income tax. There is a good chance that he will place it on his shelf where, 
like those permanent window displays of long-forgotten brands of tobacco, 
it will be exhibited as a gratuitous advertisement for our good name. One 
day, our ex-reader will want to impress a visitor with his importance and 
hold a long conversation over the telephone. Then the bored client may 
pick it from the shelf and for one awesome moment will wonder who 
that fellow is and what it is all about, and, being ignorant in the ways of 
the noble profession, will hastily replace it on the shelf, lest he may betray 
his ignorance. 

But maybe it never gets into print. Maybe a wise judge sees through 
our bluff, maybe an editor perjures himself once again with his phony 
message of regret . . . . well, who cares for such weakly materialistic 
thoughts had better not start at all. For the opinion of bleary-eyed 
competition judges and of tired publishers’ readers notwithstanding, it is 
better to have written and failed than never to have written at all. 
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The Balance Sheet Audit and the Form and 
Content of Published Accounts 
By R. A. IRISH, F.1.C.A. 


(Being a Lecture delivered to the Commonwealth Institute 
Students’ Society, N.S.W. Division.) 

The Balance Sheet Audit and the Form and Content of Published 
Accounts are really two separate and distinct subjects, so I propose 
to deal with them as such. 

I find there is some misunderstanding about the meaning of a Balance 
Sheet audit. This is a technical term, and you will note particularly that 
it does not mean the usual verification of Balance Sheet items as carried 
out in Australia. 

As a matter of fact, it is not a new development, because I note that 
Montgomery, the American author, refers to it in his Auditing book 
published in 1934, and also points out that it was in force ten years 
prior to 1929, at which point it was revised by the American Institute 
of Accountants. 

In Australia the Balance Sheet is usually verified at the conclusion of 
a detailed and extensive audit. Of course, during the war years there 
was some review of the amount of audit work performed, but the 
Balance Sheet Audit as such was never really adopted. It is, indeed, 
somewhat doubtful whether our Company Law would protect an auditor 
who followed the methods fully. I say this because, in relation to audi- 
tors, our Company Law requires that there shall be a skilful per- 
formance of duties in accordance with accepted professional standards, 
and I have some doubt as to whether our profession in Australia would 
be unanimous on the view that the Balance Sheet Audit is in accordance 
with accepted standards. 

Our approach to auditing is somewhat different from that of our 
brothers in U.S.A. Over there, auditors definitely rely far more on 
internal control than we do. The explanation is that they state dis- 
honestly is relatively rare, and hence it is unfair to penalise most busi- 
nesses by a costly detailed audit merely to detect isolated cases of fraud. 
They also emphasise that most frauds are not discovered by detailed 
audit, but are usually uncovered by a satisfactory internal check system. 
I rather like this approach, because in my view it tends to put fraud 
in its right perspective, and, as I have told you in other lectures, discovery 
of fraud is not the predominant object of an audit. 

On the other hand, the U.S.A. auditor recognises that errors of prin- 
ciple are indeed vital. Clerical errors are rather unimportant, and, from 
my practical experience, in most cases do not matter at all. The verifi- 
cation of assets and liabilities is, of course, utterly necessary. 

Based on this approach to the subject, the Balance Sheet audit has 
been evolved, and assuming there is a good standard of accounting and 
effective internal control, the procedure is briefly as follows: 

1. A verification by satisfactory evidence of the existence, owner- 
ship and values of all assets, recorded or unrecorded, actual or 
contingent. 

A similar verification for all liabilities. 

Comprehensive test-checks of the detailed transactions for from 
one to three months in each financial year. To make this quite 
clear, the practice is to conduct a complete audit of certain 
months in the financial year, selected at random, and to assume 





THE AUSTRALIAN ACCOUNTANT APRIL © 
that, if nothing untoward is discovered in those particular 


months, the transactions recorded in other months are correct. 

. It is recognised that certain Ledger accounts inherently hold 
dangers of errors of principle, and these accounts are analysed 
for the full year. The process of analysis starts from the entries 
in the Ledger accounts. These are traced back to the books of 
prime entry, and from there to the original document, and 
thereby the auditor ascertains that no incorrect dissections have 
been made. Instances of accounts which would be so analysed 
would be such things as Repairs and Maintenance, and Plant 
and Equipment. 

As a corollary to this, great value is placed on the comparison of 
the Profit and Loss items with previous years, and an examina- 
tion in detail of any undue movement. 

It is perhaps worthwhile to point out to you that in U.S.A. there is 
a somewhat more definite approach to the matter of Balance Sheet veri- 
fication. As an instance, in Australia the matter of Stocks on Hand, 
while it has had lively attention in the last few years (for other reasons), 
is still, generally speaking, not viewed with the seriousness it demands. 
For example, it is not really standard practice in Australia to conduct 
physical test-checks as to the existence of stocks, but in U.S.A. it is 
regarded as an accepted standard of skill. Likewise, in Australia we 
are rather prone to verify our creditors by comparison of a ledger 
account with a creditor’s statement, but it is quite common in U.S.A. 
for a circular to be sent to each firm with whom the particular client 
has been carrying on business, requesting that a notification be sent 
direct to the auditor of the amount of any indebtedness at balance date. 

Before concluding this section, it might be pertinent to observe that 
evidently Canadian practitioners tend to view the Balance Sheet Audit 
as unacceptable in Canada because of the Company Law operative there; 
at least unless there is great confidence in the accounting system and 
internal check applicable to it. However, two interesting cases were 
decided in Canada, including the Guardian Insurance case, which demon- 
strated that the auditor was entitled to rely on the effectiveness of 
internal check, assuming always that he made reasonable tests of it. 

Actually, the whole subject seems to me to be one which demands 
some official pronouncement in Australia. There is great merit in the 
American approach to this question, and if there were an official state- 
ment indicating that, under given conditions, this form of audit could 
be applied, it would be beneficial to industry generally and, more par- 
ticularly, to our profession. I have deliberately been brief in expound- 
ing the Balance Sheet Audit to you because the second part of my lecture 
is one in which I am going to have no little difficulty in compressing 
all I want to say into the available time. 

I do not like apologising in a lecture, but it is impossible for me to do 
other than give you a broad picture of all this subject of Form and 
Content embraces. I say this because of the fact that, like many other 
avenues of accountancy, this subject is in a great state of flux, prob- 
ably more so to-day than ever before, and also because there is a 
lack of official definition on the whole matter. As so many points are 
debatable, I do not want to put a point to you without putting the 
counter-argument, and as a result I must tend to confine myself to 
inescapable principles. 

Accounts are published for all sorts of organisations. We are 
primarily concerned with limited companies as governed by the Com- 
panies Act and other appropriate Company Law. Before we consider 
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limited companies we might note, however, that some bodies are gov- 
erned by other statutes. For example, the Commonwealth Life Insur- 
ance Act prescribes a form of Balance Sheet for life assurance com- 
panies. Other organisations are not governed by any particular statute, 
but are governed by their own rules, very frequently quite indefinite 
on the question of what information should be given to members. In 
those cases which are not prescribed by statute, I can give you only the 
general advice that if there is no particular form prescribed, aim to 
be as informative as possible without indulging in undue detail. 

Adverting now to our main concern, that is, limited companies, you 
will have seen, no doubt, some published accounts, and you will have 
observed, too, that until somewhat recently, in the main, these accounts 
said as little as possible. Perhaps this is due to the fact that being a 
smaller community than many foreign countries, our businessmen regard 
it as unwise to go into too much intimate detail, but I cannot refrain 
from commenting that in most cases far more informative detail could, 
and should, be given. From my experiences with most published 
accounts, it is quite impracticable to give any really intelligent analysis 
of the particular company’s affairs and, if it is difficult for a member 
of our profession, how much more difficult it is for a relatively untrained 
shareholder ? 

As an example, let us look at a very common defect in matters of 
depreciation. As I shall tell you later, the Cohen Committee in England 
and the English Chartered Institute of Accountants have both recom- 
mended that the total outlay on individual fixed assets should be stated, 
together with the total provision to date for depreciation. Given this 
information, you are able to assess how far the Plant has been written 
down, and, more particularly, the company’s ability to replace that fixed 
asset. There is a great tendency in many businesses to use the pro- 
vision for depreciation for purposes of expansion, and very frequently 
it will be found that although there is a liberal provision, there are no 
liquid assets which can be available for eventual replacement. Without 
the information I have suggested, it is quite impossible to gauge this 
position, and in consequence the shareholders cannot assess whether 
or not the company will have to make a further issue of capital. That 
is the point on which one should be able to form a judgment. Most 
of the published Balance Sheets which you see simply show, for example, 
“Plant and Machinery at cost less depreciation, £100,000.” 

When we speak about “form” in a Balance Sheet we refer rather 
to its physical appearance, that is, the arrangement and classification 
of items. “Content” refers to the actual individual items included in the 
Balance Sheet and to their basis of valuation. 

With a Profit and Loss account, “form” primarily depends on the 
purpose of the account and refers more particularly to its general 
appearance, legibility, clearness and general arrangement. “Content” 
depends also on the information needed, and refers to the items which 
are thereby revealed. 

When our New South Wales Companies Act came into being in 1936, 
it was generally felt that it was the last word on a definition of com- 
pany responsibilities. I suppose business people in England thought the 
same about the English Companies Act of 1929. There are several 
sections in the New South Wales Companies Act which affect the content 
of a Balance Sheet and, to a very slight extent, the content of the 
Profit and Loss account. The main ones are Sections 103 and 104. 
Section 103 provides that a company shall issue a Profit and Loss 
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Account with its Balance Sheet, but no form is specified, and no details © 
are given as to the requirements in regard to content, other than refer- 
ences elsewhere to matters of depreciation and directors’ fees. 

Section 104 deals more specifically with the Balance Sheet. Although 
it does not state any particular form, it does suggest that there may be 
a summary of the authorised and of the issued capital, of the liabilities 
and assets disclosing the general nature thereof and distinguishing the 
amounts of fixed and floating assets and stating how the values of each 
class of assets have been arrived at. There are also the requirements 
in this section for preliminary expenses, share issue expenses, goodwill, 
trade marks, etc., and secured liabilities, each of which should be 
separately stated. 

We cannot quarrel with the lack of legislation as to the form of 
accounts. What may be suitable for one company may not be suitable 
for another. Indeed, it is very noticeable. that the Cohen committees in 
England refrained very carefully from specifying any particular form, 
and in this, I think, they were very wise. 

Complying with Section 104 is, however, very largely a problem in 
accounting terminology, and not quite as simple as it looks. For example, 
what is meant by the term “Fixed and Floating Assets?’ There are 
no definitions in the Act to guide us at all. Better still, elsewhere in 
the Act it refers to a Reserve Fund, and no doubt you envisage, as most 
accountants and text books tell you, that a Reserve Fund is a reserve 
which is represented by specific investments. But it is by no means clear 
that a Reserve Fund does mean that; if you look at leading company 
authorities, such as Palmer and Gore-Brown, you will find that they 
use the term “Reserve Fund” in many cases obviously without any re- 
quirement of specific investment. 

Also, the disclosure of the general nature of assets may well take a 
form such as “Freehold and Leasehold Properties, £ . . .,” yet surely 
this item should be shown so much for Freehold Property, so much for 
Leasehold Property. I think it will be evident to you that literal com- 
pliance with the Act would not involve any undue disclosure of a com- 
pany’s affairs and, for example, certainly would not necessitate the 
disclosure of the total amount of provision for depreciation against 
individual assets. Literal compliance with the Act is deplorable, because 
companies have a duty to creditors, to shareholders and to prospective 
investors, each of whom should be able to gauge the real financial 
position as a going concern and a true earnings for the year. 

Therefore it is evident that we cannot entirely look to the Con- 



















































panies Act for a definition of what we should do as to form and content 1] 
of these published accounts. We must rather evolve our own ideals. 12 

As to content, the Balance Sheet should disclose the assets, the lia- 13 
bilities and the net worth of the enterprise, and it should give this 
information not only in group totals, but with a clear segregation of the 14 
individual items and with enough detail to allow a proper judgment to be 15 
made. Assets should be classified into current, fixed and other assets. 
Liabilities should be similarly classified and omnibus items should be 
avoided on both sides of the Balance Sheet. The basis of valuation 16 
should in each case be clearly defined. For example, I do not like 17 
the phrase “at cost or less.” If, for example, stocks are valued at replace- ' 
ment value I think this fact should be stated. 

The Profit and Loss account should disclose the sales, the gross profit 
and expenses, grouped under major headings at least, even if the ind Ig 





vidual items of expenditure are not disclosed. Furthermore, the dis- 
position or allocation of the net profit should be given. This is quite 





ugh 
- be 
ties 
the 
ach 
ents 
will, 


be 


1 of 
able 
‘S$ in 
orm, 


n in 
nple, 
- are 
re in 
most 
serve 
clear 
pany 
they 
y re- 


uke a 
surely 
h for 
com- 
com- 
e the 
vainst 
cause 
ective 
ancial 


Con- 
ontent 
ils. 
1é lia- 
e this 
of the 
- to be 
assets. 
ald be 
uation 
at like 
eplace- 


; profit 
e indi- 
he dis 
5 quite 


1947 THE AUSTRALIAN ACCOUNTANT 133 


contrary to the information given by most companies, wherein the Profit 
and Loss account is a matter of two lines, one on the credit side giving 
one figure for all income starting from Gross Profit, and the debit side 
giving the total of all expenses which are recited in very general terms 
not showing any detail of individual cost or sections of cost. 

You should be familiar with the orthodox form of presentation, but 
you may not be quite so familiar with what is known as the “report” or 
“narrative” form. The purpose of published accounts is to give informa- 
tion, and bearing in mind that most people are relatively untrained in 
accountancy, the ability to depart from technical forms and technical 
terms is a very great virtue. There is, in fact, an increasing tendency in 
Australia to present information in report form, and as an instance of 
how it is done, I have culled from Paton’s “Accountants’ Handbook,” a 
most excellent publication, the following profit and loss statement in 
report form: 


INCOME AND ExpENsSEsS Durinc 1940 ComParEeD wiTH 1939 INCOME. 
1940 1939 





1. We billed our customers for products purchased 
from us 
From which we deducted discounts and provision 
for bad debts and allowances .. .. .. .. .. .. 
Leaving us a net return from billings of .. 
We received interest, rents and royalties amount- 
Ae 66° Sh wa: Ahk eek, Gack ee Whe aaa 
Which gave us a total income to work with of 











DISPOSITION OF INCOME. 


We paid out and set aside for wages, materials, 
power, insurance, repairs, taxes, supplies and 
manufacturing expenses in general .. .. .. .. 
Commissions and other selling costs amounted to 
. Office salaries and other administrative costs 
Die, ok. hath hb nk a ee a oe. oe ee 
. We paid out for taxes and expenses on property 
ESP ere eee 
. Our machinery and building depreciation 
amounted to .. OP ee eer ae ee 
EEE TO en er ree 
. We paid interest on borrowed capital of .. .. 
. We have set aside for Federal Government in- 
ae 
SOND os ne 06. cc 3 be a ee Ke 
. Up to the date we acquired complete ownership 
of a small unit-of the business, there was due 
to others out of its profits . 
. Leaving net earnings of .. .. .. .. .......;; 
. Cash dividends paid to our Preferred Stock- 
holders and, up to the date of. redemption, to the 
holders of the Preferred Stock of the American 
Art Works, Inc., amounted to .. .. .. ...... 
. Leaving for long-term debt retirement, for ad- 
ditional working capital, and for the holders of 
ED cc ia 6a os. we ae Ss cee Seo 
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I am not content with the information I have so far given you. I 
want to broaden your horizon and make you realise that you are the 
future ambassadors of the accountancy profession and that, as such, 
you must be in line with modern developments and the latest trends 
of thought. Therefore, I want to survey certain overseas developments, 
and I suggest that they are very important to you, because if I were 
the examiner I should expect you to deal with any problems relating 
to this subject, not according to the narrow boundaries of the N.S.W. 
Companies Act, but according to what is regarded in other parts of the 
world as a proper standard of procedure. 

In U.S.A., the American Institute of Accountants has been very 
active, and many developments have also been fostered by the Securities 
and Exchange Commission, shortly known as S.E.C., which has laid 
down many rules on this subject for individual companies and for 
groups of companies. Among other things, S.E.C. has called for such 
things as statements of depreciation policy on physical assets, the amount 
of the provision, the method followed, and the rate applied. They 
have asked for similar information as to intangible assets. They have 
asked for the policy in regard to repairs and maintenance items, the 
policy of treating disposal proceeds of physical assets. They have also 
asked for details of indebtedness to affiliated companies to be shown. 
Our Act is limited to subsidiary companies, but there are many cases 
of affiliation where substantial debts are included amongst sundry deb- 
tors and yet are not immediately collectible any more than a debt from 
a subsidiary company may be immediately collectible. They also ask 
for amounts not receivable in one year to be shown separately. This is 
not exhaustive, nor is it meant to be, but it does indicate to you an 
urge to require more specific and more detailed information. 

Again I want to draw on Paton’s “Accountants’ Handbook” for sum- 
maries of the procedure adopted in U.S.A. in regard to Balance Sheet 
and Income Statements. 





SUMMARY OF BALANCE-SHEET PRACTICE. 


“The following list of practices observed in balance sheets is taken 
from a study prepared by the Policyholders Service Bureau of the 
Metropolitan Life Insurance Co. (The Annual Report to Stockholders) : 


1. Terms or items are defined. 

2. When necessary, notes give more complete explanation of items. 

3. Results are stated comparatively for two or more years. 

4. Cash in foreign countries or in foreign currencies is shown separ- 
ately, and the basis for evaluating exchange or foreign balance 1s 
given. 

5. Reserve for foreign exchange depreciation is shown. 

6. Basis for evaluating investments is given, and a notation of market 
value may be made. 

7. Foreign investments are shown separately from domestic invest- 
ments, and the country in which they are located is given. 

8. The basis of property valuation is given. 

9. Foreign properties are segregated from domestic properties —at 
times by country or continent in which located. 

10. The amount of depreciation and of similar reserves is stated. | 

11. Depreciation is itemised for dissimilar properties, e.g., extractive 


and manufacturing, and is segregated from depletion. _ 
12. Accounts receivable show to what extent a company is in the instal- 
ment business. 
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. Accounts receivable are divided by groups of products or by groups 
of purchasers. 

. Accounts receivable and notes are safeguarded by adequate reserves 
for bad debts. 
The amount of these reserves is shown. 
Inventories are reasonably classified, and the basis of valuation is 
given. 
Reserves for inventory losses are shown when inventories are large, 
or if price fluctuations may occur. 
Current liabilities are adequately classified. 
Such particulars concerning funded or long-term obligations as 
maturity dates and coupon rates are given. 
Liability reserves are classified and by their captions clearly indicate 
their purpose. 
The kinds of capital stock are classified. 
Earned surplus is segregated from paid-in surplus or surplus aris- 
ing from revaluation of assets. 

. A notation is made of all contingent liabilities. 
Visual aid is given to interpretation through headings, indenting, 
bold type, etc. 


INCOME-STATEMENT PRACTICE — SUMMARY. 


Based on a study of some 300 published annual reports to stockholders, 
Daniels (Financial Statements) gives the following list of principal 
features of the income statement most frequently found. 

. The title of the statement is (“Consolidated”), “Income Account.” 

The opening figure of the statement is net sales, or other revenue. 

. Operating expenses are not classified, except that the amounts of 
depreciation, depletion, and amortization charges are shown. 
Whether these items are regarded as operating expenses or as 
income deductions is not clear. 

Miscellaneous items of revenue, such as rentals, are shown net in 
the income division of the statement. 

Miscellaneous items of net income, such as interest and dividends, 
are added to operating income in the income division of the state- 
ment. 

Property taxes are treated as operating expenses. 

Income and Federal capital stock and profits taxes are shown in 
the income division of the statement. 

8. Unusual gains are reported as adjustments of net income. 

9. Special losses and deductions are reported as surplus adjustments. 

10. Dividends are reported as a deduction from surplus. 

Similar trends are now strongly evidenced in the United Kingdom, and 
they are probably more important to us because they will have a more 
direct influence on any projected changes in our company legislation. 
I have referred several times to the Cohen Committee. This Committee 
was appointed by the British Board of Trade in 1943 to review the 
English Companies Act. They were given an interesting charter, par- 
ticularly in relation to “the safeguards afforded investors and for the 
public interest.” In short, it was recognised that companies are part 
of the economic life of the community and the public is interested in 
the stability or otherwise of those companies, even though they may not 
have any direct personal investment. 

Perhaps the most specific outcome of this Committee’s deliberations 
was its recognition of the importance of the Profit and Loss Account. 
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The other outstanding feature to my mind was the emphasis they 
placed on the need for comparative figures in the Profit and Loss 
Account and Balance Sheet. Otherwise they avoided studiously any 
suggestion of standardised form, but they did prescribe minimum dis- 
closures in far more positive manner as affecting contents of the Profit 
and Loss Account and Balance Sheet. 

In somewhat greater detail, these are, I think, the essential features of 
this Committee’s recommendations : 

Firstly, they said that “the Law should lay down minimum require- 
ments as to the contents of the Profit and Loss or Income and Expen- 
diture Accounts, calculated to ensure that they give a fair indication of 
the earnings in the period covered by the account and that the auditor 
should be under specific responsibility to report on its contents. The 
account should be drawn up in accordance with accepted accountancy 
principles consistently maintained, and if, for any reason, any change 
of a material nature, e.g., a change in the basis of stock valuation, is 
adopted, specific attention should be called to the change and to the 
effect thereof.” 

We might possibly have an argument with the Committee as to the 
meaning of accepted accountancy principles because there are no such 
things, but the basic thought behind the whole statement is indeed 
very sound. Other matters to be disclosed as suggested by the Com- 
mittee are as follows: 

“In regard to the Profit and Loss Account, 
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1. The amount of profit or loss before charging or crediting the items 
enumerated below, but after crediting or charging if the Company 
thinks fit, its revenue from or provision for losses of subsidiary . 
companies. 

2. Provision for depreciation of fixed assets. - 

3. Interest on debentures and other fixed loans. C 

4. Income tax, divided into normal and war-time taxation. I 

5. Amounts provided for the redemption of share and loan capital. 

6. The aggregate, if material, of any amount set aside to reserves. by 

7.. The aggregate, if material, of any amount set aside to provisions. sti 

8. Income from, less provisions for, losses of subsidiary companies. I 

9. Income from trade investments. to 

10. Income from other than trade investments. sul 
11. The aggregate, if material, of amounts withdrawn from reserves. 
12. The aggregate, if material, of amounts withdrawn from provisions. 
13. Profits or losses of a non-current or exceptional nature if material by 
in amount. mn | 
14. Dividends paid or proposed. con 
15. Emoluments of Directors, including contributions on their behalf abl 
to any pensions scheme. “i t 
16. Compensation paid to Directors for loss of office. ca 
17. Pensions paid to Directors. _ 
18. Corresponding figures for the immediately preceding period.” . 
While publication of a trading account was not supported, I still a 
feel that information such as the total sales for the year should rightly give 
be given to shareholders. 
As'to the Balance Sheet, the Committee felt that the following informa: § p,., 
tion should be disclosed : 
“1. Where, in the opinion of the Directors, the current assets have not Ba 
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pany, of at least the amount at which they appear in the Balance 
Sheet, a statement to that effect. 

. Where any material part of the company’s assets or liabilities com- 
prises foreign currency assets or liabilities, the basis of conversion 
from foreign currency into sterling for balance sheet purposes. 

. The general nature and where practicable the amount, if material, 
of contingent liabilities not provided for in the Balance Sheet 
and particulars of any charge given over the property of the com- 
pany for the debts of another person and also the amount thereof. 

. The gross amount of arrears of fixed dividends on any class of 
share and the date to which such dividends were last paid. 

. Where a company has given options over its share capital, the 
number of shares affected, the class of share, the option price and 
the date or dates for exercises thereof. 

. The amount or estimated amount of commitments for capital ex- 
penditure if material so far as not provided for in the balance 
sheet. 

. The basis on which provision for United Kingdom income tax 
has been made. 

. In the case of a holding company, the aggregate of any shares 
in and the aggregate of any debentures of the holding company held 
by subsidiary companies. 

. Corresponding figures at the date as at which the immediately pre- 
ceding balance sheet was made up.” 


The Committee also endeavoured to state definitions of certain terms 
such as fixed assets and floating assets. 

If you want a more lengthy exposition of these findings, I suggest 
you read an article by my colleague, Keith Yorston, in the Law Book 
Company’s Commercial Legislation Service of June, 1946, from which 
I have taken quite a deal of the references to the Cohen Committee. 

I am going to risk an accusation of needless repetition in this lecture 
by quoting to you also the recommendations made by the English In- 
stitute of Chartered Accountants. I do this with no apology, because 
I feel that the repetition of overseas thought on this matter will help 
to ingrain in your minds the way in which you should view this whole 
subject. 


ForM OF BALANCE SHEET AND PROFIT AND Loss ACCOUNT. 


“Businesses are so varied in their nature that there must be flexibility 
in the manner of presenting accounts, and a standard form to suit every 
commercial and industrial undertaking is neither practicable nor desir- 
able. The financial position can, however, be more readily appreciated 
if the various items in the balance sheet are grouped under appropriate 
headings, and a proper view of the trend of the results can be obtained 
only if certain principles are consistently applied and if profits or losses 
of an exceptional nature or relating to previous periods are stated 
separately in the profit and loss account. In both cases, appreciation 
is facilitated if the comparative figures of the previous period are also 
given. 


Recommendation. 


It is therefore recommended that, subject to compliance with statutory 
requirements, the balance sheet and profit and loss account should be 
Presented in conformity with the following general principles :— 





138 THE AUSTRALIAN ACCOUNTANT APRIL 
BALANCE SHEET. 


(1) The use of general headings for a balance sheet, such as “liabili- 
ties” and “assets,” is inappropriate and unnecessary. The various items, 
whatever may be their sequence or designation, should, however, be 
grouped as indicated below under appropriate headings. Additional 
groups may be necessary in certain cases to show the aggregate liabilities 
and assets subject to exchange or other restrictions, special funds and 
other special items, such as deferred revenue expenditure. Where any 
material part of a company’s liabilities or assets is in foreign currency, 
the basis of conversion to sterling should be disclosed. 


Share Capital. 

(2) In addition to the authorised and issued amounts of the various 
classes of capital and the redemption date of any redeemable preference 
capital, the terms of redemption should be stated. Particulars of any 
option on unissued capital should also be given. If dividends on cumu- 
lative preference capital are in arrear, the gross amounts of dividends 
in arrear or the date up to which the dividends have been paid should 
be stated. 


Reserves. 

(3) The items to be included in this group are amounts set aside out 
of profits and other surpluses which are not designed ‘to meet any 
liability, contingency, commitment or diminution in value of assets 
known to exist as at the date of the balance sheet. Capital and other 
reserves not normally regarded as available for distribution as dividend 
should be shown separately from those of a revenue nature, the latter 


group to include any undistributed balance or, by deduction, any adverse 
balance on profit and loss account. 

(4) A sub-total of share capital and reserves should be given to 
indicate the members’ interest in the company. 


Debentures, mortgages, and Long-term Liabilities. 

(5) In this group should be included debentures, mortgages, and 
other long-term loans or liabilities. Where practicable, the dates and 
terms of redemption should be stated. 

(6) The expression “‘long-term” is intended to cover liabilities not 
due for payment until after the lapse of one year from the date of the 
balance sheet. 


Amounts Owing to Subsidiary Undertakings. 

(7) In addition to the aggregate amount owing to subsidiary com- 
panies, the aggregate amount owing to sub-subsidiary companies should 
be disclosed. Such aggregate amounts may be shown under long-term 
liabilities, current liabilities, or as a separate group, according to their 
nature. 


Current Liabilities and Provisions. 

(8) The items in this group should be classified to disclose their 
nature and amount, including inter alia, (a) trade liabilities, bills pay- 
able, and accrued charges; (b) bank loans and overdrafts; (c) other 
short-term loans; (d) interest accrued on debentures and long-term 
liabilities; (e) provision for current taxation; (f) provisions to meet 
specific commitments or contingencies where the amounts involved can 
not be determined with substantial accuracy; and (g) provision for pro 
posed dividends. 
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Commitments for Capital Expenditure. 

(9) Where commitments of material amount for capital expenditure 
exist at the date of the balance sheet, these should be indicated in a 
suitable note. 


Contingent Liabilities. 


(10) Contingencies on guarantees, bills under discount, partly-paid 
shares, and similar items should be dealt with by note. 


Fixed Assets. 

(11) In this group should be shown under separate headings fixed 
assets such as (a) goodwill, patents, and trade marks; (b) freehold 
land and buildings; (c) leaseholds; (d) plant, machinery, and equip- 
ment; (€) investments, acquired and intended to be retained for trade 
purposes. 

(12) Where practicable, fixed assets in existence at the date of the 
balance sheet should be shown at cost, and the aggregate of the pro- 
visions for depreciation and for diminutions in value up to that date 
should appear as deductions therefrom. 

Shares in and Amounts Owing from Subsidiary Undertakings. 

(13) In addition to the aggregate amount of shares in, and the 
aggregate amount owing from, subsidiary companies, which must be 
stated separately in accordance with the Companies Act, 1929, the 
aggregate amount owing from sub-subsidiary companies should also be 
stated. The aggregate amounts owing from subsidiary companies and 
sub-subsidiary companies may be shown under Fixed Assets, Current 
Assets, or as a separate group, according to their nature. 

Note:—In the balance sheets of subsidiary and of sub-subsidiary 
companies the aggregate amount of shares in, and the aggregate amounts 
owing to and from the ultimate holding company and its subsidiary 
undertakings should be stated separately. 


Current Assets. 

(14) In this group should be included such assets as are held for 
realisation in the ordinary course of business. They should be stated 
separately in appropriate sequence and normally include: (a) stock in 
trade and work in progress; (b) trade and other debtors, pre-payments, 
and bills receivable; (c) investments held as part of the liquid resources 
of the company; (d) tax reserve certificates; (e) bank balances and 
cash. 

Note :—Debts of material amount not due until after the lapse of one 
year from the date of the balance sheet should be separately grouped 
and suitably described. 

Preliminary and Issue Expenses, etc. 

(15) In this group should be included particulars and amounts of 
expenditure such as preliminary expenses, issue expenses, and discount 
on capital issues not written off. 


PROFIT AND Loss ACCOUNT. 


(16) The profit and loss account should be presented in such a form 
as to give a clear disclosure of the results of the period and the amount 
available for appropriation, for which purpose it may conveniently be 
divided into sections. 

_ (17) Such a disclosure implies substantial uniformity in the account- 
ing principles applied as between successive accounting periods; and 
change of a material nature, such as a variation in the basis of stock 
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valuation or in the method of providing for depreciation or taxation, 
should be disclosed if its effect distorts the results. The account should 
disclose any material respects in which it includes extraneous or non- 
recurrent items or those of an exceptional nature, and should also refer 
to the omission of any item relative to, or the inclusion of any item 
not relative to, the results of the period. 

(18) However, much supplemental detail of the trading results may be 
given, the following items should be stated separately in addition to 
those required by statute: 

(a) Income (gross) from investments in subsidiary undertakings. 
Note:—The treatment of income from subsidiary under- 
takings will depend on the nature of their relations with the 
holding company and on whether a consolidated profit and loss 
account is submitted. When, for any reason, a consolidated 
profit and loss account is not submitted, income from subsi- 
diary undertakings should be shown separately, unless the trad- 
ing with the holding company is so interlocked that such separ- 
ate disclosure might create a misleading impression. If a con- 
solidated profit and loss account is submitted, it should dis- 
close, as a minimum, the items referred to below relative to 
the group as a whole. 

(b) Income (gross) from other investments. 

(c) Depreciation and amortisation of fixed assets. 

(d) Interest charges (gross) on debentures and long-term liabili- 
ties. 

(e) Credits or charges in respect of provisions, other than those for 
specific requirements the amounts whereof can be estimated 
closely. 

(f) National defence contributions or excess profits tax, showing 
separately, if material, credits or charges in respect of earlier 
periods. 

(g) Credits or charges, if material in amount, which are abnormal 
in nature or relate to previous periods. 

(h) Income tax and the basis thereof, showing separately, if 
material, credits or charges in respect of earlier periods. 

(1) Amounts set aside for redemption of share and loan capital. 

(j) Reserves made or withdrawn. 

(k) Dividends paid or proposed, showing under a separate heading 
those which are subject to confirmation by the shareholders. 

(1) Balances brought in and carried forward. 


COMPARATIVE FIGURES. 


(19) Comparative figures of the previous period (prepared on the 
same basis as those for the period under review) should be given both 
in the balance sheet and in the profit and loss account. 


DISCLOSURE OF INFORMATION. 


(20) If directors of a company desire to disclose in their report in- 
formation which, but for its inclusion in the report, would be required 
to be disclosed in the accounts, the relative paragraphs in the report 
should be clearly distinguished from the remainder of the report and 
specifically referred to in the accounts.” 

You will realise that the developments I have referred to have not yet 
taken the force of Law, but it is very noticeable that most public com 
panies in England have endeavoured to anticipate the legal position by 
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presenting their published accounts in the form and with the contents 
designated by the respective bodies. To some extent, too, they have been 
“blitzed” into this by the English magazine, “The Accountant,” which 
for some time has followed a practice of criticising the form and content 
of published accounts and with very considerable effect. I note, for 
example, that in a very recent issue they take one Balance Sheet of a 
company whose name is world-famous and they criticise it very 
severely because there is no consolidation and because the Directors’ 
Report states that certain further references to the company’s affairs 
will be made in the Chairman’s address. The editorial comment is that, 
“Our view is that anything needing to be said regarding the company’s 
accounts should accompany the accounts.” 

It may be an idea if our accountancy bodies here took a similar 
approach to this topic and endeavoured to educate the Directors of com- 
panies to a realisation of a greater responsibility to creditors, share- 
holders and prospective investors. 

Summarising what I have endeavoured to convey to you, the balance 
sheet is a statement of the summarised financial facts of an enterprise. 
In setting out, while avoiding cumbersome and undue detail, necessary 
information must be given to permit of proper judgment of the financial 
status. The suggestions I have passed on to you show the peak which 
should be aimed at. It is desirable also to eliminate shillings and pence 
in published accounts and, as I have emphasised, comparative figures 
should be given. Some items should be explained either by parenthetical 
data or by footnotes. You can also make use of indentation, italics, 
heavy type and so on for clearer presentation. 

I can do no better to close this lecture than to refer to Rorem and 
Kerrigan’s book on “Accounting Method,” in which they speak about 
standards of adequacy for published accounts. This is what they say: 

“It is possible to appraise an accounting report from the standpoint of 
its adequacy. Of course, the report would have to be judged in the 
light of the use or uses to which it is expected to be put. Reports pre- 
pared for special uses (special-purpose reports) are adequate or in- 
adequate only in regard to those uses. Most published statements are, 
however, designed for general use (and hence are all-purpose reports) ; 
they follow some conventional form (conventional to the particular in- 
dustry or line of activity) as to arrangement, content, and amount of 
explanatory data. Such statements can be held to certain standards 
of adequacy of presentation involving accuracy, completeness, compara- 
bility, and clearness. The two general and six specific requisites listed 
below suggest certain criteria for judging adequacy. The general 
requisites are: 

(a) “Any general impression conveyed by the statement should be 
a true impression. The statement, though technically correct, 
should avoid creating a false impression in the mind of the 
reader.” ‘ 

(6) “No information should be omitted which, if disclosed, would 
materially alter the impressions given in the statement.” 

The specific requisites are: 

(a) “Unusual items important enough to distort comparisons 
materially should be sufficiently clearly disclosed to make it pos- 
sible to give due weight to them.” 

(b) “Any significant changes in accounting principles or proce- 
dures should not only be disclosed, but their effect should be 
shown.” 
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(c) “Any significant departures from generally accepted principles 
or procedures should be fully stated, together with the means 

of appraising their effect upon the statement.” 

(d) “The statement should be so drawn that significant matters 
are not concealed in large, unexplained items.” 

(e) “Significant classification of items should not be concealed by 
combination with others.” 

(f) “Descriptive comments are desirable supplements to technical 
titles whenever such comments contribute to the picture the 
statement is attempting to portray.” 

This is, I think, an excellent outline of the heights you must aim 
to reach, not merely for examination purposes, but, even more important, 
for your everyday business life. 





The Teaching of Accountancy 
By L. GoLpBERG, M.COM., A.I.C.A. 


VI. Tue INTERPRETATION OF ACCOUNTING REPORTS 


Interpretation essentially involves explanation or translation either from 
an unknown to a known language or from unfamiliar or unintelligible 
language into familiar and intelligible words. In applying this function 
in accounting the task of the interpreter is to explain in familiar and 
intelligible language the story of economic activity of which an accounting 
document is the record or summary. And in order to do this adequately 
he must appreciate the nature of the recording processes, and the forms 
and limitations of accounting reports. That is, in relation to any series 
of transactions the performance of the functions of recording and reporting 
is necessary before that of interpretation can be exercised. 

In interpreting accounting reports, a distinct technique is involved—a 
technique of enquiry and analysis based upon the accumulated financial 
experience of numerous enterprises. This technique has given rise to 
some distinctive concepts and terminology and there exists quite an exten- 
sive literature (principally in the form of articles in technical periodicals) 
on the method of accounting analysis. In this article the subject is treated 
in outline only. 

In approaching a problem of accounting interpretation, the interpreter 
must bear in mind the requirements of those on whose behalf or for whose 
benefit he is interpreting the documents. An examination of accounting 
reports may be made for existing or prospective investors, for existing of 
prospective creditors (especially bankers and debenture holders), for 
executive officers of an enterprise, or for an instrumentality of social control. 
The particular requirements of the party interested may well affect the 
direction in which emphasis is placed in the analysis of the data. For 
example, a prospective investor in an enterprise would be interested in the 
security of his investment and the profit-earning capacity of a business; 
the relation of profits to capital invested would in this case warrant 
emphasis. On the other hand, a creditor would be more interested in the 
security of his loan, which would be affected chiefly by the liquidity of the 
financial position of the enterprise, that is, by the relation of current assets 
to current liabilities and the extent of liabilities with prior rights to his for 
payment. 

It must also be remembered that in many cases the person for whom 
accounting reports are prepared has not had an extensive technical training 
in accounting, and, in addition to the need for exposition of the data in the 
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simplest form of report, some elements at least of interpretation should 
be appended to the report in order to enhance its usefulness. 

Considerations such as these serve to emphasise the importance of the 
form and detail in which accounting reports are prepared; the form, for 
instance, may well be dependent upon the particular point of view from 
which they are to be subsequently interpreted.. Hence the first step in the 
process of interpreting accounting reports is to arrange the information 
contained in them in such a form as will facilitate analysis, and in doing 
this the purpose of the analysis will obviously be the governing factor. 

One statement of an interpretative character which might almost be 
included as an accounting report is known as the Funds Statement. This 
is prepared from information contained in successive balance sheets and 
shows the sources from which funds have been derived in the intervening 
period and the ways in which those funds have been used ; the statement is 
sometimes termed a Statement Showing Sources and Disposition (or 
Application) of Funds. 

To illustrate this statement and its preparation, suppose that the follow- 
ing information has been derived from successive balance sheets of an 
enterprise. 


Comparative Balance Sheets 
ea 19.. 
June 30 Dec. 31 Increase Decrease 
£ £ £ £ 


Assets— 
OS ee eee 30 40 10 
Debtors (net, after deduction of pro- 

MIN ae ae ce ca ¥e as oe “ee 17,815 
Stock on Hand .. sSaieniag: 6,320 7,430 1,110 





Total Current Assets .. .. .. 24,455 25,285 830 


Plant (net, after deducting provision 

for depreciation) .. .. .. .. .. «- 6,520 8,460 1,940 
Motor Vehicles (ditto) .. .. .. 1,140 940 
Sere ieee 7,850 11,200 3,350 


Total Fixed Assets .. .. .. .. 15,510 20,600 5,090 











ToraL ASSETS .. .. .. .. .. 39,965 45,885 5,920 
Liabilities — 
SS eee 13,465 2,010 
Bank Overdraft .. .. .. .. .. .... 6,510 8,420 1,910 








Total Liabilities .. .. .. .. .. 17,965 21,885 3,920 
Proprietorship— 
a 24,000 2,000 





Tora, Eguitres .. .. .. .. . 39,965 45,885 5,920 


Net profit during the half-year was £3,000, of which £1,000 was with- 
trawn by the proprietor as private drawings. 
Asa first approach, the Funds Statement could be set out as follows: 


Funds Statement 
L During the half-year ended 31st December, 19..., the funds of the enterprise were 
mcreased by: 
Sey Bere OME ON ng 5. ic. ss ca.ce dd a0 Se 48. @e £,3000 
(b) Increase of Current Liabilities, viz. : 
meme CverGratt .. .. 1. «000.0 
EN Ag RI Ea Re ane? 2,010 
——. 3,920 


Total Increase of Funds .. .. .. .. £6,920 
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2. These increased funds were applied as follows: 
(a) Increase of — Assets, viz.: 
see 8 DE i. wie a eS Gal BK ee £10 








Less Reduction in Debtors .. .. 





(b) Increase of Fixed Fe, * viz. 
Peet a. as ea a 
3 


ee cal ee a a eke ee ails 








Less Reduction in Motor Vehicles .. .. 





(c) Withdrawn by Proprietor .. .. . a ae r 
Total Increased Funds Used st hes £6,920 

A statement of this sort illustrates the kind of supplementary report 
which may be prepared quite easily and which often assists greatly in the 
interpretation of the financial position of an enterprise. The form should 
not be regarded as rigidly applicable to all enterprises without modification, 
while particular circumstances may dictate varying emphasis on component 
items or groups of items. For example, the statement may show the 
variation in working capital rather than variations in the components of 
working capital (current assets and current liabilities) ; in such a case (as 
is shown below) a working capital schedule should be appended to the 
Funds Statement. 

In the foregoing statement net increases and decreases only have been 
taken into account. In most cases adjustments are necessary because some 
changes in balance sheet items arise from book entries in which funds in 
the sense of cash resources available to meet liabilities are neither provided 
nor applied. A typical example is that of an asset whose net value is 
reduced by creation or increase of an offsetting provision (such as for 
depreciation, doubtful debts). Again, the net variation in the balance 
an account may not represent the actual amount provided or applied ; thus, 
in the case of an asset which is sold for less than its book value, the los 
on sale being written off as a charge against profits, the sale proceeds 
rather than the decrease in book value constitute the amount of funds 
provided. To meet such cases adjustment columns may be included 
the working paper and the Funds Statement prepared therefrom as follows: 


Funds Statement 


1. During the half-year ended 31st December, 19..., the funds of the enterprise went 
increased by: 
(a) Net Profit earned . £3,000 
Add charges against income ‘not requiring 
funds— 
Doubtful Debts .. .. 
Depreciation—Plant . re 
Depreciation—Motor Vehicles co 





















NCE SHEETS 












CoM PARATIVE BAaLa 


Sheet ace ate 







Balance 








| se 





(b) Decrease in Working Capital (as per 





schedule) Be ae ee 3,040 
Total Senmese of Pande ao ee ea £6,850 





2. These increased funds were applied as follows: 


(a) Increase of Fixed Assets, viz.: 
OO ee ee oe wien “Se 


Premises oe Ge GK Se Ge aa 












(b) Withdrawn by Proprietor .. .. sy 
Total Increased Funds Used i 
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Schedule 


During the half-year working capital decreased as under: 
(a) Increase of Current Liabilities, viz. : 
CS OS eae ee 


ta ee oar ee leew gig ate 2,010 
—— £3,920 


(b) Decrease of Current Assets, viz.: 
eel raia oe atglalb? in eb “Os ie 240 


£4,160 


Less (c) Increase of Current Assets, viz.: 
a SO See 


SO ae ver 
1,120 


Net Decrease in Working Capital .. .. .. .. £3,040 


The Funds Statement demonstrates the essential unity underlying double 
entry accounting and illustrates the application of the entity convention 
For example, the proposition that an increase in bank overdraft or a 
decrease in debtors constitutes an increase of funds is applicable only where 
the concept of an enterprise as a distinct entity is accepted. Each element 
of source or application of funds must be interpreted in the light of the 
entity convention. 

As an early indicator of financial movement the Funds Statement hasa 
high interpretative value. For example, it might well happen that although 
a profit has been made by an enterprise during a period, its financial 
condition has in fact been weakened, owing, perhaps, to an excessive 
expenditure on fixed assets whereby working capital has been decreased, 
either absolutely or relatively. Such a position can be readily determined 
at an early stage from the Funds Statement. 

A further advantage lies in the fact that since the statement sets out 
clearly and concisely and in a relatively informal manner the effects of 
activities for a period, it is easily understood by persons not possessing an 
extensive knowledge of accounting. 

The example of Funds Statement given above is a simple one and the 
following summary of items which are commonly met may be found useful: 

(a) Sources of funds comprise: 

(i) Increases in proprietors’ or shareholders’ funds, e.g., new 
capital introduced, calls on shares, profit made during 4 
period ; 

(ii) Increases in liabilities, e.g., increase in bank overdraft, bills 
payable, trade creditors, debentures, mortgages ; 

(iii) Decreases in assets, e.g., reduction of cash at bank, debtors, 
bills receivable, sales of fixed assets, realisation of invest 
ments. 

(b) Application of funds is reflected in: 

(i) Decreases in proprietors’ or shareholders’ funds, e.g., draw 
ings, dividends paid, losses incurred ; 

(ii) Decreases in liabilities, e.g., reduction in bank overdraft, bill 
payable, trade creditors, debentures, mortgages ; ; 

(iii) Increases in assets, e.g., increased cash at bank, debtors, bill 
receivable, purchase of fixed assets, purchase of investments. 

In the analysis of accounting reports an adequate classification of item 
is a pre-requisite and in some cases it may be found necessary to re-arrangt 
the items in the reports as submitted in order to obtain a significant class 
fication. The basis of classification will depend upon the point of view 
from which the analysis is undertaken ; a generally useful basis for balane 
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sheet items is the arrangement of assets in the order of realisability and 


equities in the order in which they have to be met, while a functional 
classification of revenue account items emphasises lines of responsibility 
which are important from the managerial and proprietary point of view. 

In order to assess the financial position and progress of an enterprise 
effectively it is necessary to examine a series of its financial statements. 
Three may be set down as a reasonable minimum. This does not mean that 
no useful information can be derived from less than that number of state- 
ments, but that at least that number (and if possible enough to cover a 
complete cycle of activity, such as a whole season or a complete business 
cycle) is required to give a reasonably adequate presentation of the position. 

It is desirable for purposes of analysis to arrange the items in the 
accounting reports in narrative form, setting out the figures for successive 
dates or periods side by side—indeed, such arrangement is virtually man- 
datory in this step. 

In connection with the balance sheet an assessment of values of items 
warrants some critical consideration, and an appreciation of the conven- 
tions upon which accounting procedures are based is necessary for its 
intelligent interpretation. Verification of balance sheet values in detail is 
properly a task for the auditor, but where possible a general enquiry into 
these values should be made as a preliminary to critical analysis of the 
figures themselves. A few examples are given as an indication of what 
directions such enquiry, when access to the necessary records is available, 
may take. It must be realised, however, that in many cases the function 
of interpretation must be exercised without the advantage of access to the 
accounting records; in such cases the conclusions ultimately arrived at are 
consequently subject to what may be serious limiting considerations. The 
following illustrative remarks obviously apply only where the requisite 
information is available. 

Cash resources, comprising cash in hand (such as petty cash) and cash 
at bank, are the most liquid of assets, being immediately available for the 
discharge of liabilities. However, it should be ascertained, if possible, 
whether the bank account is consistently an asset balance and whether it 
is subject to extensive seasonal fluctuations. That is, it should be deter- 
mined whether the amount of cash at bank appearing in the balance sheet 
fairly represents the liquidity of resources of the enterprise. 

Under the item trade debtors only ordinary trade accounts for sales of 
goods or services should be shown. Other debts, such as consignment 
balances or amounts due from subsidiary firms, should be separately classi- 
fed. Enquiry should be made whether the accounts are well spread; if a 
considerable proportion of the amount of debtors lies in one or a few 
accounts the failure of one concern may have a very serious effect upon 
the enterprise to which it owes money. The extent of stale, bad and 
doubtful debts should also be enquired into and the adequacy of provision 
for doubtful debts assessed. Whether debtors’ accounts are payable within 
the usual trade terms or whether special credit facilities have been allowed 
8 also important as this affects the period of turnover of money repre- 
sented in these accounts. Some concerns find it advantageous to allow 
what appear to be generous discount terms to debtors in order to get money 
m quickly ; this enables them to purchase or manufacture more goods for 
wile and so increase the turnover from which profits are obtained. 

In considering stock on hand, goods on consignment and on sale or 
tturn should be distinguished from stocks of finished goods on hand in 
"spect of which no selling activity has occurred. Stocks of trading or 
manufacturing goods should be distinguished from stocks of expense 
materials such as fuel, stationery, and so on. As the value of stocks affects 
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not only the financial position as shown in the balance sheet but also the 
trading result represented by gross and net profit, too much emphasis 
cannot be placed upon the importance of stock valuation, which merits the 
closest enquiry possible. In manufacturing concerns distinction should be 
drawn between stocks of raw materials, partly manufactured goods and 
finished goods. In general, the basis of valuation of stocks should be at 
cost, but variations of this basis to anticipate losses on realisation are 
frequently found in practice. The effect of seasonal conditions upon stock 
and the nature of the stock from the point of view of ease with which it 
can be realised should also be examined as these are factors which affect 
the assessment of its value for analysis. 

Since fixed assets have been obtained for the purpose of carrying on 
business, being the instruments by which income-producing goods or 
services are acquired or manufactured or served, their value for analysis 
depends materially upon the earning capacity of the enterprise. Con- 
versely, an important factor upon which earning capacity often depends is 
the adequacy of its fixed assets. The fixed assets of a profitable business 
are clearly of greater value to it as a going concern than when their forced 
realisation is envisaged. The balance sheet figure for fixed assets should 
be based in each case upon cost less depreciation charged to date, the 
difference representing the amount of charges already paid for or incurred 
as a liability but which have to be matched against the income of future 
accounting periods. 

From the point of view of relative liquidity or realisability the proportion 
of machinery, plant and equipment which is specialised is clearly important. 
Machinery which is not highly specialised and can be used in different 
industries has a higher realisation value than specificaily designed and 
highly specialised machinery which, although costly, may, because of its 
limited application in other fields of industry, be of little value to any 
other enterprise or class of enterprise. Cost of installation is also important 
as this cannot have realisation value unless the premises in which plant is 
located are sold with the plant. Matters such as these, as well as the 
adequacy and basis of provision for depreciation, warrant diligent enquiry. 

As an example of matters affecting liabilities we may consider bank 
overdraft. This is usually liable to be called up at any time and is, there- 
fore, a current liability except where it is secured in such a way that 
demand for immediate payment or reduction is unlikely. Enquiry should, 
therefore, be directed towards ascertaining the reason for which the over- 
draft was obtained, what security has been given and, if it has been 
obtained to meet seasonal requirements or a sudden emergency, the pros- 
pects of its repayment within a reasonably short period. 

Contingent assets and liabilities are normally covered by a footnote to 
the balance sheet and should not be overlooked in analysis as they may 
have an important bearing upon the financial position if the contingency 18 
likely to arise. Bills which have been discounted with a bank and which 
bear the endorsement of the person negotiating it form an example. If any 
bill is not met at maturity the subsequent holders of it have a right of 
recourse against the endorser, who in turn has a right against the previous 
holders and the acceptor of the bill. Enquiry should, therefore, be directed 
towards these items as well as towards those which appear in the body of 
the balance sheet. 

The above examples are, of course, not exhaustive ; each item in a balance 
sheet should, as far as possible, be evaluated only after such searching 
consideration as it is possible to give. Experience, common sense, apprecia- 
tion of the accounting processes, and knowledge of the factors affecting 
individual items are the pre-requisites for intelligent analysis. 





siness 
orced 
hould 
e, the 
‘urred 
future 


ortion 
rtant. 
ferent 
i and 
of its 
O any 
ortant 
ant is 
as the 
quiry. 
bank 
there- 
y that 
hould, 
over- 
, been 
pros- 


ote to 
y may 
ncy 18 
which 
If any 
ght of 
evious 
rected 
ody of 


valance 
rching 
precia- 
Fecting 


‘ 1947 THE AUSTRALIAN ACCOUNTANT 149 


In interpreting a series of balance sheets, group totals of assets and 
equities should be compared with total assets and equities respectively, 
the percentage of each group to the total being calculated. Trends of 
fluctuation in percentages are more significant than the percentages at any 
single date. 

The percentage of fixed assets to total assets should not be too large in 
relation to the physical and functional organisation of the enterprise. Over- 
investment in fixed assets is one of the most common causes of business 
failure, and is often induced by a too optimistic expectation by proprietors 
or managers of an indefinite period of prosperous conditions, resulting in 
an over-expansion of manufacturing or trading facilities in order to cope 
with a greatly increased volume of business which in fact fails to materialise. 
A gradual increase in the proportion of fixed assets to total assets may be 
the first indication of an unsound financial position. 

Group totals of assets should be compared with corresponding group 
totals of equities. A primary condition of financial stability and security 
ris that funds should be available to meet commitments as they mature; 
total current assets should therefore exceed total current liabilities. Such 
excess is known as working capital, and the amount of working capital 
required can only be determined after careful consideration of relevant 
circumstances. Factors which affect it are the nature of the assets and 
liabilities forming the current groups, the terms of credit granted to debtors 
and by creditors, the constitution of stocks and their rate of turnover, and 
similar considerations. 

The working capital ratio is the relation between current assets and 
current liabilities expressed in terms of the amount of the former per £1 
of the latter. For example: 


COE RPO Ci kc tc ries se 
Current Liabilities .. .. .. .. .. 1... 1,200 


Working Capital .. .. .. .. .. .. £800 


Working Capital ratio: of £1, that is £1/13/4. 


2000 
1200 

An optimum working capital ratio cannot be laid down as an invariable 
tule for all enterprises or even for a single enterprise at all times, since 


“ce 


circumstances affecting the “work” to be done may vary considerably. 
For a trading or manufacturing concern operating under relatively normal 
conditions, however, a ratio of £1/10/- to £2 is generally advisable to 
afford security from creditors’ demands. 

Where a deficiency of working capital exists an enterprise is said to be 
over-trading ; that is, the undertaking is being financed by trade creditors 
through delay in payment of accounts, by a bank (through an overdraft) 
or by other short-term creditors. Under these conditions turnover cannot 
be materially increased without the introduction of fresh capital because 
the financial position of the enterprise is under constant strain, current 
receipts being barely sufficient to meet creditors’ demands and not sufficient 
to finance those purchases of stocks necessary to allow increased trading 
manufacture. Discounts are lost through inability to take advantage of 
payment of creditors’ accounts within the usual discount period, while 
profitable business may have to be refused because of the necessity to 
msist upon immediate or quick payment. In addition, funds are not avail- 
able to replace worn-out or obsolete assets and manufacturing or trading 
inefficiency may result ; indeed, if the creditors make insistent demands for 
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immediate or quick payment, the enterprise may, because easily realisable @ 
resources are not available, be forced to sell its fixed assets, that is, it may @ 1 
be forced to go out of business altogether. Fi 

Supplementary to the working capital ratio is the quick asset or liquid § n 
asset ratio. This represents the relation between “quick” assets, that is, & s 
current assets excluding stocks, and “quick” liabilities, that is, current § rn 
liabilities excluding bank overdraft. It shows in even sharper outline the § a 
liquid position of an enterprise on the basis that, by excluding stocks, J p: 
only those assets are taken into consideration whose transformation into 
cash involves at most the function of collection, and by excluding bank § th 
overdraft, only those liabilities are taken into account which will have to & c 
be paid quickly in the normal course of business. This ratio is expressed J en 
as an amount of assets per £1 of quick liabilities and should be greater than J ar 
£1 for a sound financial position. m 

Another source of financial weakness may be over-investment in debtors’ § th 
accounts. Excessive generosity in extension of credit results in immobilis- J co 
ing funds in debtors’ accounts. To the extent that this occurs the sellings{ pri 
business is using its resources to finance the buying business; that is, § su 
it is making resources available to the latter without any return except §f fac 
(possibly) the disallowance of discount for non-payment within the dis- 
count period. This situation may arise because of faulty sales policy, 
long terms of credit or unreasonable extensions of payment to favoured 
customers being granted, or because of laxity in collection of debts. 

A useful measure of investment in debtors is the ratio known as turnover j 7h 
of book debts. This is determined by calculating the number of days’ 
sales represented by the amount of trade debtors in the balance sheet. For 
example, suppose that sales for a year have been £30,000 and trade debtors 
at balance date at the end of the year are £6,000. If there have been (say) T 
300 working days in the year, an average day’s sales would be £100 § bool 
(£30,000 divided by 300). Accounts outstanding at balance date, therefore, jf auth 
represent the uncollected proceeds of 60 average days’ sales. This may be fj “em 
compared with the standard credit terms allowed to debtors and an esti- # men 
mation made of the efficiency of credit control. T 

Another potential source of weakness is over-investment in stocks. The j§ /*t 
absolute amount of resources involved is, of course, significant only in f§ Pf 
relation to the other balance sheet items. The kind of business has an fy “8 
obvious bearing upon stock requirements; for example, enterprises which a 
deal in seasonal goods may require to hold very high stocks at certain lying 
periods of the year, while enterprises dealing in perishable goods must basic 
maintain a relatively low stock with a rapid turnover of that stock. Over-  *P#! 
investment in stock is a twofold weakness: it ties up resources in sucha" 
way that they do not yield any financial return, while the stock itself often jj ™5t 
requires storage space which may be costly to provide. Cntr 

The measure of investment in stocks is known as the rate of stock ™ 1 
turnover, represented by the formula: ~~ 

Cost of Goods Sold during period __ Number of times stock is turned Ch 

Average Stock carried (at cost) over in period. Ch 

For purposes of comparison this rate should be expressed as so many P 
times per year. and i 

In examining the revenue statements of an enterprise the trend of ratios Bf fcatio 
of particular items of cost and groups of items is significant. For example, (h, 
the percentage of gross profit to cost of goods sold or to sales is a primary IM of Re. 
measure of profitability ; variations in the ratio of selling expenses to sales Hf y_, 






from period to period may indicate variations in the level of efficiency of 
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selling methods; cost of advertising measured against sales may reflect - 
relative efficiency in different periods; the proportion of bad debts to sales 
may indicate a need for greater control over sales and/or credit policy ; the 
relation of administrative expenses to total expenses or to cost of goods 
sold may reveal a tendency towards waste in administrative control. The 
relation of net profit to capital invested is a direct measure of profitability 
and is an important index in examining financial statements on behalf of a 
prospective investor. 

In analysing and interpreting accounting reports it must be remembered 
that the calculation and exposition of relevant ratios and measures do not 
constitute an end in themselves, but provide a starting point for further 
enquiry and explanations as deemed necessary. The balance sheet ratios 
are essentially expressions of a static condition which may be greatly 
modified by relation to the dynamic functions exercised by the factors in 
the ratios themselves. For example, the working capital ratio must be 
considered in relation to the work which the capital has to do—an enter- 
prise which has a very rapid turnover of its circulating assets may operate 
successfully with a much lower working capital ratio than might, prima 
facie, appear to be requisite for its activities. 


Book Reviews 


The Elements of Accounting. L. Goldberg, Lecturer in Accountancy, 
University of Melbourne, and V. R. Hill, Secretary, Melbourne 
Chamber of Commerce. (Accountants Publishing Company Ltd.) 
215 pages. 7/6. 

The purpose of this book is to furnish material for a sound course in 
bookkeeping and elementary accounting at the secondary school level. The 
authors aim at “a simple Australian text-book which will demonstrate the 
elementary phases of accounting within the framework of modern develop- 
ments of accounting theory and practice.” 

The approach is novel, but effective, and in the first ten chapters the sub- 
ject is explained without recourse to any demonstration of the mechanical 
processes of bookkeeping, thus avoiding “‘rule - of - thumb” and illogical 
dogma—with numerous practice examples. 

Chapters One to Three are devoted to an exposition of the logic under- 
lying bookkeeping procedures, accounting statements and reports. The 
basic conventions are stated: Firstly, that an enterprise is viewed as a 
xparate entity, impersonal and having an existence distinct from its owner 
or owners. This is clearly illustrated through the accounting fiction of 
master and slave. (The reviewer does not wish here to enter into a 
controversy as to whether double entry bookkeeping did have its rise in 
the relationship of a slave to his Roman master.) Secondly, that the 
assets and equities of an enterprise—non-homogeneous in themselves—are 
reduced to homogeneity through the medium of money. 

Chapter Four develops the theme and then the fundamental accounting 
‘uation of A(ssets) = E(quities) is effectively and painlessly introduced 
in Chapter Five. 

Chapter Six represents a necessary break in the continuity to explain 
ee Sntoate assets and equities, and the importance of account classi- 

tion. 

Chapter Seven introduces the balance sheet under the title “Statement 
of Resources.” The title may evoke criticism, but the purpose behind its 
wse—the elimination of technical terms which are often imperfectly under- 
tood—has much in its favour. It is explained that the statement depicts 
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the assets of an enterprise and the claims existing against these assets, 
which must always be equal; e.g., A = E. 

From the static position, Chapter Eight introduces the dynamic. Indeed 
Chapters Eight and Nine are the most important and effective of the book 
as containing the whole philosophy of the interpretation of enterprise 
financial transactions. The title of Chapter Nine, “The Accounting Inter. 
pretation of Transactions,” explains its purpose, a purpose which is 
achieved by clear and simple illustration, and into which, quite smoothly, 
is fitted the Revenue Statement (Profit and Loss Statement) as the instru- 
ment summing up changes in proprietorship (capital). These chapters 
could well be expanded by a more detailed explanation of the Revenue 
Statement and Statement of Resources, although the deficiency is made 
up to some extent later in the book. 

The reader is then led to study the mechanism for recording enterprise 
transactions. Chapter Ten introduces the fundamental book of the double 
entry system (the ledger), while the rules of debit and credit are related 
to the basic accounting equation of A = E. 

At this stage one can pause in retrospect. The eye of the accountant has 
often been compared with the cold stare of a fish. The eye of the junior 
accountant—and of course others—should mellow after glimpsing the 
panorama presented (style of approach). The reviewer agrees with the 
authors’ words in the preface—“this approach to the study of accounting 
has already been used with signal success for some years in at least one of 
our largest public schools and its advantages are undoubtedly felt in 
subsequent study.” 

(To those who may say that this style of approach is just theory, the 
reviewer would reply that theory is the distilled essence of practical 
experience, necessary if one is to become the master of any art.) 

Chapters Eleven to Eighteen do not measure up to earlier standards. 
The fault may not be with the authors. The preface states “the book is 
designed to cover the existing syllabus for School Intermediate Commercial 
Practice.” 

Chapter Eleven is an exercise on the ledger. Chapter Twelve follows 
the common, but now discredited. method of presenting a complete example 
in a formal journal. Then Chapters Thirteen and Fourteen tell the student 
to forget what has been demonstrated and instead to substitute special 
journals which are not well explained. There is an indecent haste to 
introduce (and dismiss) the petty cash book (of course kept in the best 
early twentieth century tradition, by the imprest system). 

Chapter Fifteen illustrates the posting of a series of transactions from 
the journals, and includes a satisfying amount of explanation. But the 
ledger is not well drafted. Although the significance of cross-indexing 
entries has been explained, no references are included in this ledger, and 
only some of the accounts are balanced. 

Chapter Sixteen, covering the Bank Reconciliation Statement, is dis 
tinctive and contains probably the clearest contemporary explanation of 
this topic. 

Chapter Seventeen interrupts the continuity with Bills of Exchange 
Whilst the explanation is good, its introduction at this stage—or aly 
elementary stage for that matter—will prove confusing and will serve little 
oo ag except to discharge the authors’ responsibility to an examinatio 

etish. 
At Chapter Eighteen the book returns to the high standard of the firs 
part with an outstanding explanation of “closing stock,” depreciation af 
provision for doubtful debts. Chapter Nineteen covers the trial balance, 
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and Chapter Twenty contains one of the best treatments in Australian 
literature of balance day adjustments. 

Chapter Twenty-one explains and illustrates the often forgotten but 
useful practical device of the eight-column trial balance. 

Chapter Twenty-two shows how the accounting statements—the profit 
and loss statement and balance sheet—are constructed from the trial balance. 
The necessity for properly drafted statements is again stressed with effect. 

Chapter Twenty-three shows the mechanics of the adjustments, which 
have been included as part of the eight-column trial balance, and of closing 
the temporary proprietorship accounts to a trading account and profit and 
loss account. It will be an amazing discovery to many that the financial 
statements are not an exact copy of the account books, but are based upon 
those books. Then the logic of it all should dawn upon them, and should 
remain. 

The least said about Chapter Twenty-four (consignment accounts) and 
Chapter Twenty-five (non-trading enterprises) the better. They are an 
anti-climax and may not even satisfy the examiners for whose benefit they 
are obviously included, but they will act as a reminder of the “bad old 
days” of “rule-of-thumb.” 

Thirty-four pages of suitably graded practice material finish the book, 
which is well got up and presented, with large clear type so that eye-strain 
is avoided. 

The book as a unit is refreshingly new and different, thought-provoking 
yet simple. It clearly demonstrates that accounting makes sense and not 
nonsense because accounting method is logical method; at the bottom the 
nature of accounting is reason. Some may consider it is too condensed and 
the reviewer thinks that it is. The parts to which exception have been 
taken could well be eliminated and certain chapters dealing with funda- 
mentals could contain much more explanation and some graded examples. 
The authors are to be congratulated upon their contribution to Australian 
accounting literature. The test of a book of this kind is whether or not it 
is taachable ; and the answer is certainly in the affirmative. 


T. M. Owen. 
Canberra University College. 


Taxation of Private Companies in Australia, by Gunn, Berger and Green- 
wood. (Butterworth & Co. (Australia) Ltd.) Pp. 179. Price 22/6. 


The book opens with a statement of the income taxes payable by a 
private company and by contrasting these with taxes payable by a non- 
private company. The second chapter sets out the provisions of Division 7 
of Part III of the Commonwealth Income Tax Assessment Act, 1936-1946, 
and the greater portion of the book is devoted to a detailed explanation of 

ese provisions. 

The authors review at length the definition of a private company and 
make suggestions for the clarification thereof. The method of arriving at 
the distributable income and of calculation of the undistributed portion 
na and the advantages accruing from non-distribution are clearly 

own. 

Detailed examples are given of the calculation of tax payable under 
Division 7 and of the anomalies which can arise where there are preference 
a non-resident company shareholders. The method of calculating excess 
distributions under Section 106 is contrasted with the ascertainment of 
losses carried forward under Section 80 and recommendations made for 

bringing of the two sections into line with each other. 
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The attributes necessary to ensure dividends being rebateable un 
Section 107 are clearly shown and the necessity is stressed of agreei 
the amount available with the taxation authorities before distribution 
made. 

Failure to keep company accounts in such fashion as to ensure ay 
ability of maximum amounts for “Section 107 dividends” led the Co 
missioner to make certain pronouncements regarding redrafting of accoum 
acceptable to the department and these rulings are set out and the apg 
cation thereof to specified cases is illustrated in detail. 

The authors set out certain modifications of accepted accounting metho 
designed to preserve intact, for future distribution, income taxable un¢ 
Division 7, stressing that wherever possible declared profit should be k 
in line with “distributable income.” 

The application of the somewhat lesser known Section 108 is explaing 
and the effect of the exemption of distributions under Section 108 (2) 
clearly demonstrated, from the viewpoint of both the company and ff 
shareholder. 

Disallowance by the Commissioner, in terms of Section 109, of remuner 
tion paid to shareholders and directors is dealt with and numerous decisi¢ 
of the Board of Review on this question are set out in summarised form 

In the last chapter brief reference is made to the position of priv 
companies in regard to contributions to superannuation funds for the beng 
of shareholder employees and to the recent amendment to the provisid 
of Section 80 -dealing with allowance for losses of earlier years whe 
substantial changes have taken place in shareholders of the company. 

The book is paragraphed for quick reference, is adequately indexed 
contains a large number of practical examples. It dezls in remarka 
simple fashion with the complex provisions of Division 7 and should pred 
invaluable to all practising accountants and company secretaries, f 
ticularly those who are only able to devote a comparatively short time! 


taxation problems. 
W. M. Scort. 
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